LAW AND 
CONTEMPORARY 
PROBLEMS 











COOPERATIVES 











SCHOOL OF LAW - —' DUKE UNIVERSITY 
VOL. I3 SUMMER, 1948 No. 3 











LAW AND CONTEMPORARY PROBLEMS 


A QUARTERLY PUBLISHED BY THE DUKE UNIVERSITY SCHOOL OF LAW 


Brainerp CurrigE, Editor 
Rosert Kramer, Associate Editor 


Eprrorra Apvisory Boarp 
Harotp SHEPHERD, JoHN S. Brapway, Ervin R. Larry, anp Dace F. STANsBury 








VoLuME 13 SUMMER, 1948 NuMBER 3 





CONTENTS 


COOPERATIVES 
PAGE 
ForEworp Robert Kramer 391 


Revotvinc Capita, In Stock CoopErATIVE CoRPORATIONS Charles E. Nieman 393 


Tue CoLLEcTING AND REMITTING TRANSACTIONS OF A COOPERATIVE 
EE SAUNINUUON. 5 oso bb oie renssawasins eds cbevees saaks A. Ladru Jensen 403 


REORGANIZING AND FINANCING AGRICULTURAL COOPERATIVES John E. Eidam 420 
Tue Errects or CoopERATION ON THE Prorit Economy George W. Starr 431 
Tue Coopgrative YARDSTICK Bertram B. Fowler 445 
Recent Trenps in Ursan Coopzrative DeveLopMENT Jerry Voorhis 458 


Tue Non-Prorit CorporATION OR ASSOCIATION IN THE 
Non-AcRICULTURAL FIELp Raymond W. Miller and Herbert R. Grossman 463 


Tue TREND oF JupictAL Decisions 1n CoopERATIVE 
Frank Evans and Irwin Clawson 473 


Antitrust IMMUNITIES OF CooPERATIVE AssOCIATIONS John Hanna 488 


Patrronace Divipenps: INcoME DistTRIBUTION OR 
Prick ApjUsTMENT Albert W. Adcock 505 


CLASSIFICATION FOR TAX PurposEs OF RESERVES OF 
Tax-ExEMPT CooPERATIVES W. L. Bradley 526 


CoopERATIVEs AND INcoME Taxes Wilfrid E. Rumble 534 





Views expressed in articles published in this periodical are to be attributed to their authors and 
not to the periodical, its editors, or Duke University. 


waessum NED 
PUBLISHED QUARTERLY 


Subscription Price, $3.00 per Volume Foreign Subscription, $3.50 $1.00 per Number 
(A supply of copies of nearly all issues is provided to fill orders for single numbers) 








Address all communications to Law anp ConTEMPoRARY ProsLEMs 
Doxg Station, Dunnam, NortH Caro.ina 
Copyright, 1948, by Duke University 


Entered as second-class matter December 10, 1946, at the post office, Durham, North Carolina, 
under the Act of March 3, 1879. 








LAW AND CONTEMPORARY 
PROBLEMS 


SUMMER, 1948 











FOREWORD 


The present is a period of both renewed interest in and increasing attacks upon 
cooperatives. On the one hand, in Western Europe cooperatives have quickly 
revived since the termination of hostilities released them from Nazi repression, 
and, to the extent permitted by still chaotic economies, are resuming their former 
activities and even expanding.’ In this country the marketing and purchasing co- 
operatives of the farmers have enjoyed the benefits of the current and widespread 
prosperity of agriculture. In addition, rising prices and shortages in housing, medi- 
cal care, and consumer goods and services have intensified public interest in co- 
operative ventures in all these fields and have led to many new and interesting 
developments.” 

On the other hand, the recent sharp increases in prices and business costs, as 
well as unprecedented tax burdens, have brought into sharp focus a vigorous assault 
upon not only the allegedly favored tax status of cooperatives but also their aims, 
methods, and accomplishments. 

This symposium reflects these conflicts between the supporters and opponents of 
cooperatives and also the stresses and strains within the cooperatives themselves, 
Several significant factors emerge. 

The cooperative undoubtedly represents an important development of a different 
type of social control in many parts of our economy. Cooperative selling by farmers 
and other producers, cooperative buying by these same groups and other consumers, 
displaces the competition previously existing among these individuals. In fact, like 
the labor union and the monopolistic business corporation, the cooperative has, in 
the past, had its existence threatened by state and federal antitrust laws. Only after 
much difficulty did the courts, often with the assistance of specific statutory exemp- 
tions, finally reach the conclusion that cooperatives are not illegal under these laws.® 

The cooperative, moreover, like so many contemporary institutions, exerts its 
influence through a well organized group. Today’s society, especially in democra- 
cies, is marked by the interrelationships of the structure of the state with those of 
a multitude of private associations, each of which, to a varying extent, governs its 
members as effectively as, if not more effectively than, the state. However demo- 


2See Parker, Cooperatives in Postwar Europe, 66 MonTHiy Las. Rev. 3 (1948). 

*See Parker, Developments in Ci ‘s’ Cooperatives, 1947, 66 MonTHLY Las. REv. 261 (1948). 

®See EvANS AND STokDYK, THE LAW oF AGRICULTURAL COOPERATIVE MARKETING 5-29 (1937); 
Packet, THE LAw OF THE ORGANIZATION AND OPERATION OF COOPERATIVES §63 (a) (2d ed. 1947). 
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cratic the rule of the state, that of the private group may be quite otherwise. 
And through its sternly disciplined membership the group, though a minority, may 
be able to apply pressure in such a concentrated manner as to achieve its objectives 
at the expense of the best interests of the state as a whole, of other groups, or of 
unorganized individuals.* 

Cooperatives have developed as an outgrowth of definite social needs. Together 
with the trade union and the business corporation, the cooperative has arisen out 
of modern industrial and economic activities as an adjustment of human relations 
to new situations. Unfortunately, the development of the law has not kept pace 
with the growth of cooperatives. Even today, legal theory lags, in many respects, 
far behind the present status and needs of cooperatives—as, for example; in the 
treatment of methods of financing and the relationship between the patron and 
his cooperative. At best, as several contributors to this symposium point out, the 
courts have but partially recognized the unique aspects of cooperatives and the 
difficulties of applying to them concepts designed primarily for ordinary business 
corporations. 

Three issues then stand out. First, to what extent do cooperatives fit into our 
present system of social and economic controls? Does the fact that the cooperative 
displaces competition make it dangerous or useful to the basic controls of our so- 
ciety? Second, what are the threats and benefits of the group activity of cooperatives 
to our democratic form of government? Do the internal organization and the 
group pressure exerted by the cooperative support or undermine our democracy? 
Finally, in what respects should our existing system of law be changed to permit 
for our society the most useful development of cooperatives? 

Rosert KRAMER. 


“Cf. Srone, THE Province AND THE FuNcTION oF Law 731-735 (1946). 


REVOLVING CAPITAL IN STOCK COOPERATIVE 
CORPORATIONS 


Cuaries E,. NieMan* 


Most of the older cooperative corporations originally were organized with capi- 
tal structures which differed very little from those of other business corporations. 
They usually were organized as corporations with capital stock. Typically, they 
issued only common stock which was divided into shares having a substantial par 
value, most frequently $100. 

Today, a large and increasing number of cooperatives are organized as non- 
stock, membership corporations with little or no permanent capital, and—even in 
stock cooperatives—the trend is toward decreasing the par value of shares, de- 
’ creasing the proportion of permanent capital, and increasing the proportion of tem- 
porary or interim capital. These changes in the financial structures of typical co- 
operatives reflect the growing realization of the distinctive nature of the capital 
required by cooperatives, but raise interesting questions of law. 


INTERIM CHARACTER OF CooPERATIVE CAPITAL 

There is a growing realization that the capital of a cooperative, so far as the 
permanency or impermanency of the shares or other units of the capital is con- 
cerned, is essentially different from the capital of other business corporations. Cor- 
porate capital ordinarily represents a permanent investment for the purpose of pro- 
ducing a recurring income to the investor. The shareholder does not expect that 
the capital which he contributed will be returned to him until dissolution. He 
understands that, prior to dissolution, he can recover the amount of his contribution, 
more or less, only by selling and transferring his shares to a purchaser which some- 
times may be, but ordinarily is not, the corporation. A cooperative’s capital, how- 
ever, more often represents essentially a loan or temporary contribution by its 
patrons to finance certain economic services for them. The patron-member or 
patron-shareholder expects that the capital which he contributes will be returned 
to him prior to dissolution, but not until his own and other patrons’ subsequent 
contributions to capital render his earlier contribution unnecessary to finance the co- 
operative’s facilities and operations. He does not expect to wait until dissolution, 


* A.B. 1928, Beloit College; LL.B. 1937, University of Wisconsin. Member of firm of Melrin and 
Nieman, Minneapolis, Minnesota. Professor of Law, University of Minnesota. Chairman, Committee on 
Financial Structure of Cooperatives, Section of Corporation Law, American Bar Association. Member, 
Legal and Tax Committee, National Council of Farmer Cooperatives. Lecturer, St. Paul College of 
Law, 1939-1948. Author, ImrraTion Cooperatives (1945); contribucor to periodicals. 
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and he knows that his shares are not readily salable.1 He looks to the cooperative 
to return his capital contributions to him if, and as soon as, it can do so. 

The temporary or interim character of a cooperative’s capital was most apparent, 
but no more real, in early, informal cooperative activities which were carried on 
intermittently through unincorporated and temporary organizations. That charac- 
teristic of a cooperative’s capital is less apparent, but just as real, in modern co- 
operative activities which are continuously conducted through incorporated entities 
having an existence which is perpetual or for a substantial number of years. 

When, more than a century ago, a group of Ohio farmers joined together to 
ship their cattle to market at Pittsburgh,? each of them presumably furnished his 
share of the cattle, wagons, and equipment which were the “capital” for the ex- 
pedition; and each participant’s “capital” was returned to him upon the completion 
of the project. The horses, wagons, machinery, and labor required for barn raisings 
or threshing were furnished by the participants, and were returned to them after 
each job or threshing season. Each participant ceased to provide such capital, and 
capital previously furnished was returned to him, when he ceased farming and, 
thus, no longer had need for the barn-raising or threshing services and equipment 
of his neighbors. In such informal, cooperative enterprises, the temporary nature 
of the capital employed was plain. 

As cooperatives developed into more permanent enterprises for more continuous 
furnishing of services, their patrons no longer took their “capital” home with them 
after each transaction. Rather, they would leave their capital contributions in the 
continuing activity, but it does not necessarily follow that they intended to leave 
their capital in the enterprise permanently. However, the economic necessity for 
incorporating cooperative activities, coupled with the fact that incorporation at one 
time was possible only under statutes designed for non-cooperative business cor- 
porations to which capital was permanently contributed, fostered the assumption 
that capital contributed to a cooperative corporation was irretrievably dedicated to 
the corporate purposes until dissolution, as in the case of other business corporations. 


Earty CooperaTIveE STATUTES 


The first incorporated cooperatives were formed under statutes which had not 
been enacted specifically for the incorporation of cooperatives. Those statutes con- 
templated corporate capital divided into shares of stock. Corporate stock was not 
indebtedness, and the shareholders had no right to a return of their capital until 
dissolution. 

The first cooperative statutes* were intended to make it plain that the conduct 


* Limitations on dividends and voting power and restrictions on transferability of shares in a 
cooperative definitely tend to limit their marketability. 

*See Epwin G. Nourse, THE Lecax Status oF AGRICULTURAL COOPERATION 25 ef seq. (1927). 

* The first cooperative corporation statute was enacted in Michigan in 1865. Laws of Michigan, 
1865, Act No. 288. The second was passed in Massachusetts in 1866. Acts of the General Court of 
Massachusetts, «. 290, 1866. Somewhat similar statutes were enacted in Pennsylvania in 1868, Minne- 
sota in 1870, and Connecticut in 1875. 
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of a business on a cooperative basis was an authorized corporate purpose. They 
made little or no provision for the peculiar capital requirements of cooperatives. 
While they expressly authorized the formation of cooperative corporations, the 
capital requirements were still spelled out in the general corporation laws.* Con- 
sequently, cooperative corporations were formed with capital evidenced by shares 
of stock. Those early cooperative corporations had capital structures which, except 
for the adequacy or inadequacy of the aggregate amount of capital, bore little or 
no relationship to a cooperative’s particular capital requirements. This was the 
only kind of capital structure which it was possible for an incorporated cooperative 
to have under such statutes. There ever since has been a trial-and-error effort 
to develop for cooperatives a kind of capital more adequately suited to their peculiar 
needs and still within the corporate form. 


Revotvinc Capita In Non-Stock Cooperatives® 


The non-stock membership cooperative corporation evolved from a growing 
realization that shares of capital stock were not well suited to the capital require- 
ments of cooperatives.® Such cooperatives acquired much of their initial capital 
from membership fees which, originally, represented permanent capital. As mem- 
berships came to be regarded as non-transferable, the permanency of the capital 
which they represented was relaxed. Provision frequently was made for the return 
of a member’s share of the capital upon the termination of his membership. The 
risk to the cooperative’s financial integrity in the event that a substantial number 
of members should withdraw and demand the return of their membership capital 
at the same time required modification of the right to demand a return of mem- 
bership capital promptly upon termination of membership. Provision was made 
to suspend the rights and privileges of membership or to retain the member’s share 
of the capital until such time as the cooperative should be financially able to pay 
it out without undue prejudice to other members or creditors. The problems in- 
cident to the existence of permanent capital, even membership capital repayable 
upon termination or suspension of membership or reasonably soon thereafter, eventu- 
ally were met by the creation of a new kind of temporary or interim capital which 
has now become quite common, although peculiar to cooperatives—that is, revolv- 
ing-fund capital.’ 

“For example, the New Jersey Act of 1875 merely permitted cooperative stores to be incorporated 
under the general corporation law of 1849. See Nourse, op. cit. supra note 2, c. Ill. 

® The legality of the revolving plan of financing non-stock cooperatives has been judicially recog- 
nized. L. S. Hutsert, LecaL PHases oF Cooperative Associations 278 and cases cited (Farm Credit 
Administration, United States Department of Agriculture, Bull. No. 50, 1942.) 

®See Nourse, op. cit. supra note 2, c. III (The Emergence of the Non-Stock Association). 

7 One type of revolving-capital plan (based on accumulations of “retains” rather than net patronage 
margins) is described in Reinert v. California Almond Growers Exchange, 9 Cal. 2d 181, 63 P. 2d 19% 
(1937), where the court discussed the right of a withdrawing member to his share of the revolving- 
fund capital. For discussions of revolving capital generally, cf. FRaNK Evans anp E. A. SToxKpyK, 
THe Law oF AGRICULTURAL CO-OPERATIVE MARKETING 173 (1937); HULBERT, op. cit. supra note 4, 
at 276 ef seq.; IsRAEL PACKEL, THE Law OF THE ORGANIZATION AND OPERATION OF COOPERATIVES 
180-181 (2d ed. 1947); SANDERS, ORGANIZING A FarMERs’ Cooperative (Farm Credit Administration 
Circular C-108, 1939). 
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The revolving-fund plan “has been likened to a water wheel, picking up water, 
using it to create the power that turns the mill machinery, and returning the water 
to the millstream.”® As the margins which result from the cooperative’s business 
operations become payable to its patrons, the patrons contribute or lend their re- 
spective shares of such margins® to the cooperative and receive therefor credits in 
a fund which is used to finance the association’s facilities and operations. When 
the fund becomes adequate for that purpose, it is maintained at that level?® by con- 
tinuing to receive new contributions’! from current patrons each year and, to the 
extent that the new contributions increase the fund above the amount of capital 
needed, the excess is returned to the patrons who made the earliest contributions. 
In that way, the capital contributed to the fund in prior years is returned to the 
contributors in the order in which their contributions were made, and without 
waiting for the dissolution of the corporation. But the return of the earlier con- 
tributions does not reduce the aggregate capital in the fund below the association’s 
needs, and neither creditors nor other contributors are prejudiced by the with- 
drawals, because no withdrawals are made until capital needed to replace them 
is contributed. Moreover, the capital employed in the association is thus furnished 
by its current patrons and in proportion to the use which they make of its facilities 
and services, that is, according to their patronage. 


Non-Stocx Revo.tvinc Funps in Stock CoopEraTIvVEs 


The success of revolving capital in non-stock membership cooperatives and the 
difficulties which stock cooperatives experienced with capital stock!? persuaded 
®SroxpyK, FinaANcING Farmers’ Cooperatives 6 (Farm Credit Administration Circular E-20, 
1937). 
®Some revolving funds are accumulated by contributions which each patron has authorized the 
cooperative to retain from the gross proceeds of its sale of the patron’s produce at the rate of so many 
cents for each crate, box, bushel, or other unit of produce. See note 7 supra. 

*° Tt ordinarily is not contemplated that the balance of the fund necessarily will remain constant. 
The fund may be increased as the business expands and additional capital is required. On the other 
hand, it is not contemplated that the fund will continue to accumulate forever; rather it is expected 
to “revolve” as new contributions maintain the fund at an adequate level. Cf. note 14 infra. 

11 For convenience, the sums added to the revolving fund are uniformly referred to herein as 
“contributions” and the patrons or others who, furnish such additions to the fund are uniformly re- 
ferred to as “contributors.” ‘Those terms should not preclude the understanding that such amounts 
may actually be “loans,” rather than donations, and such persons “creditors,” where the contract pursuant 
to which such additions are made manifests an intention to create a debtor-creditor relationship. More- 
over, the use of the terms “contributions” and “contributors” should not preclude the understanding 
that such additions, in contrast to contributions to capital stock, must be repaid at a fixed or determin- 
able future time prior to dissolution. 

*8 Cooperative principle requires that the business be principally owned and controlled by the 
patrons it serves rather than by non-patron investors. Experience has demonstrated that, to be suc- 
cessful, cooperative practice must conform to that cooperative principle. Otherwise a conflict of interest 
develops between the patrons and investors. The patrons will be interested primarily in obtaining 
satisfactory service and maximum returns on their products marketed or maximum savings on their 
supplies purchased through the cooperative; they look to their individual farming businesses to produce 
their direct profits. Investors, on the other hand, naturally and legitimately look for maximum profits 
directly from their investments in the cooperative. In associations in which shares of capital stock 
originally were issued to farmer-patrons but without adequate provision for revolving or reacquiring 
such shares, the shares gradually passed into the hands of non-patron shareholders by reason of the 
retirement or death of the original patron-shareholders. In such cases, a sharp conflict of interest 
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many stock cooperatives to try to adapt the revolving capital plan to their own 
associations. Sometimes a revolving fund has been established in addition to the 
capital stock and without attempting to revolve the share capital. Where that is 
done, little legal difficulty may be expected if the rights and responsibilities of both 
the corporation and the contributors with respect to the fund are carefully spelled 
out in the articles of incorporation, by-laws, or other contract with the patrons who 
contribute their patronage margins to the fund. 

Where the contributor’s contract makes it clear that the fund represents bor- 
rowed money which is repayable at some ascertainable, though presently indefinite, 
time in the future, little question of the corporate authority to create and maintain 
the fund can be raised.1* Such a fund is essentially similar to an ordinary business 
corporation’s funded debt with serial maturities, although the maturities of the 
cooperative revolving-fund interests are more closely geared to the actual results 
of the cooperative’s future business operations. 

Frequently, however, the contributor’s interest in the fund is intended to be, or 
to include at least an element of, an owner’s interest as distinguished from a credi- 
tor’s interest, but is also intended to be something different from a shareholder’s 
interest. In such cases, some question may be raised concerning the corporation’s 
authority to have capital which is neither payable to creditors at a fixed maturity 
date nor irretrievably contributed by shareholders. It conceivably may be suggested 
that the statute authorizing the incorporation of the cooperative with capital stock 
does not contemplate and, therefore, does not authorize the creation of a kind of 
capital which is neither indebtedness, as other liabilities are, nor an ownership in- 
terest in the corporation such as shareholders have. 

The answer to that suggestion, it is submitted, is that the contributors to the 
revolving fund have no rights which could not separately be lawfully granted to 
either creditors or shareholders. If so, the fact that the combination of rights 
granted to contributors to the revolving fund may be somewhat unusual does not 
demonstrate that the creation of such rights is unlawful, nor that the corporation is 
not authorized to enter into a contract creating such rights. For example, it is 
lawful for a corporation to borrow money and to use it for capital purposes until 
maturity. Likewise, it is lawful for a corporation to receive contributions to its 
capital which the contributors cannot require the corporation to repay at any specific 
time but which, a right to redeem having been reserved, the corporation may return 
when it determines to do so. So, a revolving-fund contract may grant the con- 
tributor a right, like the right of creditors, to have his money returned to him, but 
at a time, as in the case of redeemable shares of stock, to be determined by the 
corporation in the light of its then existing financial ability and capital require- 





has arisen concerning the rate of dividends to be paid on the share capital, and considerable handicaps 
through loss of tax exemptions and favorable credit facilities have resulted from too large a proportion 
of shares in the hands of non-farmers or non-patrons. Cf. notes 15 and 16 infra. 

28 The authority of private corporations to borrow money for proper corporate purposes is well 
established. FLercHer, CrcLopepIA oF THE Law oF Private Corporations §2610 (Perm. ed., 1932). 
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ments.'* Consequently, it is submitted that so long as the separate rights flowing 
from the revolving-fund contract are rights which the law has authorized corpora- 
tions to grant to their creditors or shareholders, or both, the authority to enter into 
a contract granting such rights in new combinations should not be denied in the 
absence of clear statutory prohibition or compelling reasons of public policy. 


Revotvine Capirat Stock 


More serious legal questions may arise, however, where a stock cooperative under- 
takes to adopt the revolving-capital plan by revolving its shares of stock instead of 
creating a separate revolving fund. Revolving shares of stock may take various 
forms. If the association has only one class of stock authorized, the amounts which 
current patrons contribute to capital from their current patronage margins may 
be the consideration for issuing shares of such stock to the current patrons, and the 
funds thus received are used to repurchase or redeem the shares which have been 
longest outstanding. Other associations, which have two or more classes of stock 
authorized, may issue one class of stock in consideration of the patrons’ contribut- 
ing their patronage margins to capital and use the funds thus received to repurchase 
or redeem shares of the same class which have been longest outstanding, thus re- 
volving that class of stock while the other class remains relatively constant and 
permanent. 

Associations which have only one class of voting common stock authorized may 
encounter collateral difficulties in attempting to revolve such shares. To qualify 
for exemption from corporate income taxes?® or to be eligible to borrow from the 
Banks for Cooperatives,1® substantially all of the voting stock must be held by 
farmers. Thus, an association which has no non-voting stock authorized and which 
tries to revolve its voting stock may be confronted with the choice of either issuing 
voting shares to ineligible patrons and thus destroying its own eligibility for tax 
exemption or borrowing privileges, or else paying patronage margins to ineligible, 
non-member patrons in cash and thus freeing them from any responsibility for con- 
tributing to capital while member patrons alone bear the burden of furnishing the 
capital needed to finance the cooperative. The former alternative can produce 

*¢ Revolving-fund contracts commonly contemplate that the cooperative, rather than the contributors, 
shall determine when and to what extent the fund shall revolve and contributions shall be returned to 
the contributors. It is submitted, however, that it commonly is the understanding of the parties 
(and hence their express or implied contract) that the directors of the cooperative shall make that 
determination in good faith and for the purposes for which the cooperative was formed and the re- 
volving fund created. If so, then the contributors’ right to have the fund revolve and their con- 
tributions returned to them means that the directors cannot capriciously or arbitrarily refuse to return 
the contributions. Nor should the directors be able to refuse to do so in bad faith, or for personal 
reasons, or for other purposes having no reasonable relation to the corporate purposes and the objects 
for which the fund was created. The directors’ determination is a matter calling for the bona fide 
exercise of business judgment, against an abuse of which the contributors should have a judicial 


remedy. Cf. Ford v. Dodge Motor Company, 204 Mich. 459, 170 N. W. 668 (1919) and discussion 
therein of limitations on directors’ discretion in the matter of declaring dividends on stock in a 


corporation for profit. 
45 56 U.S.C.A. §101(12); U. S. Treas. Reg. 111, §29.101(12)-1 (1943). 


© 12 US.C.A. §§1134¢, 1141). 
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serious consequences in jurisdictions where shares issued to persons ineligible to 
hold them are void; the latter alternative is plainly unfair to the shareholder-pa- 
trons. Consequently, an attempt to revolve shares in an association which has 
only one class of shares authorized can produce real legal complications wholly 
aside from any questions as to the legality of revolving the shares. 

Cooperatives which have two classes of stock authorized, one a voting stock and 
the other a non-voting stock—either common or preferred—frequently contract 
with their patrons to pay patronage margins entirely in non-voting stock. Where 
only the non-voting shares are revolved, the difficulties suggested in the preceding 
paragraph are avoided. The importance of having as many patrons as possible 
hold membership or voting shares has persuaded some cooperatives, with both voting 
and non-voting shares authorized, to contract with their patrons that patronage 
margins payable to eligible non-member patrons will, to the extent of the par value 
of one or more voting shares, be paid in voting shares, and the remainder of such 
patrons’ margins and the total margins due member-patrons will be paid in non- 
voting shares. In that way, the greatest possible number of eligible non-member 
patrons are brought into membership in the quickest possible time, and the dangers 
inherent in transacting too large a proportion of the association’s business with 
non-member patrons are minimized. Where patronage margins are paid to eligible 
non-member patrons in voting shares and ail margins payable to member-patrons 
and ineligible non-member patrons are paid in non-voting shares, the non-voting 
shares may be revolved. In that way, the non-member patrons ratably furnish 
capital on the same basis as member-patrons, and the fairness of that basis is 
apparent. 


Revotvinc Stock sy REDEMPTION OF SHARES 


Regardless, however, of which of the above suggested plans for revolving-capital 
stock is adopted, there are certain very real legal hazards which should be recog- 


‘nized. The right to redeem shares of stock does not exist in the absence of express 


authority.17 Consequently, a plan of revolving shares of stock cannot be inaugurated 
in an existing cooperative with any assurance that the shares outstanding when the 
plan is adopted will actually be surrendered to the association when it undertakes 
to redeem them. Numerous stock associations already have experienced difficulty 
in persuading non-patron shareholders to relinquish their shares, and that problem 
has become acute in many associations where the shares held by non-patrons are 
voting shares free from any right of redemption in the corporation. In such cases, 
the association can acquire such shares, if at all, only by repurchasing them instead of 
redeeming them. Aside from practical difficulties in arriving at a purchase price 
which will persuade the holder to sell and which will be fair to existing shareholders 
and creditors, there are jurisdictions in which the repurchase of shares by non- 
cooperative corporations has been held to be unauthorized or prohibited, or so 
hedged about with limitations designed for the protection of creditors and existing 


17 FLETCHER, Op. cit. supra note 13, §$5147, 5309. 
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shareholders that repurchase by a cooperative might be unlawful or at least 
impracticable.1® 

Whenever a plan of revolving shares is instituted, care must be exercised to 
determine whether the revolving process is going to proceed in the future by way of 
redemption or repurchase of subsequently issued shares; and whichever procedure 
is to be followed, adequate provision must be inserted in the articles or by-laws 
to insure that subsequently issued shares may be reacquired when the time to “re- 
volve” such shares arrives. It should be made clear whether or not the shares re- 
acquired by the corporation are being retired or not. If they are retired so that 
they cannot again be reissued, there is a real danger that the authorized capital may 
soon be exhausted even though the shares outstanding at any one time do not 
approach the limits of the authorized capital. It may not be clear whether re- 
demption of shares necessarily involves their retirement. It is preferable that the 
revolving process proceed by repurchase of shares rather than by redemption where 
redemption may involve automatic retirement of the shares redeemed and thus 
render them unavailable for reissuance. 


Revotvinc Stock BY REPURCHASE OF SHARES 


Repurchase of shares is a branch of corporation law in which both the courts 
and legislatures have produced a mystifying maze of contradictory prohibitions 
and limitations. As in England,!® there are American states in which it is held 
that corporations are without authority to repurchase shares.?° In such jurisdictions, 
a revolving-capital plan cannot be adopted by a stock cooperative if the prohibitions 
against repurchase of shares applicable to non-cooperative corporations are blindly 
applied to cooperative corporations without discriminating understanding of the 
reasons which have produced those prohibitions in general business corporation 
law and without understanding of the cooperative principles and practices which 
may render the reasons, and hence properly should render the prohibitions, in- 
applicable to the repurchase of shares by a cooperative. 

The view that corporations must not repurchase their own shares is usually 
based on four grounds. First, a corporation cannot increase or diminish the amount 
of its capital stock as fixed by the legislature. Second, repurchase of shares works 
a fraud on creditors. Third, such transactions work a fraud on existing share- 
holders. Fourth, repurchase of shares is foreign to the purposes for which the 
corporation was created and, therefore, a violation of its charter and an unauthor- 
ized diversion of its funds.?1 Before the repurchase of shares by a cooperative is 
judicially forbidden, courts and lawyers should examine and understand not only 
the above grounds usually asserted for prohibiting repurchase of shares by non- 
cooperative business corporations, but also cooperative principles and practices.?? 

187d, §§2845-2861. 

1° Trevor v. Whitworth, L. R. 12 App. Cas. 409 (1887). 

20 FLETCHER, Op. cit. supra note 13, §2847 and cases cited. 92 Tbid. 


*3See Whitney v. Farmers Co-op. Grain Co., 110 Neb. 157, 193 N. W. 103, 104 (1923), where 
the nature and purpose of the cooperative defendant were considered in sustaining a by-law requiring it 
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Under almost all modern cooperative corporation statutes, the legislature does 
not establish any fixed amount of capital stock for the association; rather, the in- 
corporators originally, and shareholders subsequently, establish in the articles of 
incorporation a maximum authorized capital beyond which shares shall not be 
issued. It is a common provision to prohibit the reduction of capital below a stated 
percentage of the authorized capital. However, such minimum and maximum 
limits should not be construed to prevent the operation of a revolving-capital plan 
so long as the actual capital never falls below the statutory minimum nor exceeds 
the maximum. In any event, the first above-stated reason for prohibiting repurchase 
of shares should not apply where, as in the case of a cooperative’s revolving capital, 
the shares are repurchased and reissued rather than retired. 

The revolving-capital plan properly should not be permitted to work a fraud 
on creditors. However, that obviously is not a sound reason for prohibiting the 
repurchase of shares where there are no creditors or the creditors have expressly 
or impliedly consented. In view of the actual practices of cooperatives, their credi- 
tors may extend credit with knowledge of the revolving-capital plan and expressly 
or impliedly consent to it. In any event, it would seem that the rights of creditors 
are adequately protected if the amount of stock repurchased in any given fiscal 
period does not materially exceed the amount of new capital contributed to the 
corporation in the same period by current patrons from their current patronage 
margins, and, certainly, it is the normal practice of cooperatives to gauge the 
amount of stock to be repurchased from old patrons by the amount issued to cur- 
rent patrons from their current patronage margins. 

The protection of existing shareholders likewise is not a persuasive reason for 
prohibiting the repurchase of its own shares by a cooperative on a revolving-capital 
plan. The shareholders acquire their shares as a part of the revolving-capital plan 
and, as a matter of actual fact and genuine understanding, may expressly or im- 
pliedly contract that the association may repurchase its shares, at least to the extent 
that new capital is acquired from current patrons and current patronage margins. 

Finally, the argument that the repurchase of shares is foreign to the purposes 
for which the corporation was chartered, which is the real basis for the prohibition 
against repurchase of shares by a non-cooperative business corporation,?® loses all 
of its force when applied to a cooperative on a revolving-capital plan. The trend 
toward revolving-capital plans is so marked, and the revolving-capital plan by 
which current patrons furnish the capital necessary to finance the facilities and 
services which they use as patrons is so thoroughly in accord with sound coopera- 
tive principles and practices, that it is to be hoped that courts and lawyers will 
not blindly apply to cooperatives this reasoning, which is so utterly foreign to the 
cooperative plan of doing business for which a cooperative corporation is chartered. 





to repurchase its shares from the plaintiff-shareholder upon his removal from the community; Chaffee 
v. Farmers Co-operative Elevator Co., 39 N. D. 585, 168 N. W. 616 (1918), where restriction on 
transfer of shares was sustained by reason of the cooperative character of the defendant. 

** FLETCHER, Op. cit. supra note 13, §2847. 
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APPLICATION OF Business CorporATION Law To COooPERATIVES 


The entire field of cooperative corporation law is so relatively new,** the basic 
principles of the cooperative plan are so fundamentally different from those of cor- 
porations for profit,?> and the temporary or interim character of the capital re- 
quired for proper functioning of a cooperative is so different from the permanent 
share capital of other business corporations, that even well established concepts in 
the field of business corporation law cannot safely be applied to cooperative cor- 
porations without careful understanding of the reasons underlying those principles 
and the applicability or inapplicability of those reasons to cooperatives. The fable 
of the three blind men’s impressions of an elephant holds a pointed moral for 
judges and lawyers approaching the problems of cooperative corporation law and, 
particularly, the problems of financial structure and operation of cooperatives. Re- 
volving capital cannot be assumed to result from the creation of either an exclusively 
debtor-creditor relationship or an exclusively corporation-shareholder relationship. 
Rather it involves a blending of certain elements of both, and frequently something 
new has been added as well. The resultant product is sui generis. In the long 
run, the public interest will best be served by thorough, patient, and understanding 
comprehension of what participants in a cooperative enterprise are trying to achieve, 
rather than by unwarranted assumption that new legal relationships arising from 
cooperative business transactions and organizations must be neatly and quickly, 
albeit somewhat forcibly, classified according to preexisting legal concepts developed 
under different conditions for different purposes in different kinds of transactions 
and organizations. 


%4See discussions of development of cooperative corporation law in EvaNs AND STOKDYK, op. Cif. 
supra note 7, at 18 et seq.; NouRSE, op. cit. supra note 2, at 25-115. “The legal profession has done 
comparatively little in the way of research and legislative work on cooperatives.” PACKEL, op. cit. supra 


note 7, at 2. 
85 See EvANS AND STOKDYK, Op. cit. supra note 7, at 3-5; HuLBERT, op. cit. supra note 7, at 1-5. 





THE COLLECTING AND REMITTING 
TRANSACTIONS OF A COOPERATIVE MARKETING 
CORPORATION 


A. Lapru Jensen* 


An agricultural cooperative marketing association is a unique business unit, 
consisting of a non-profit corporation which is bound by contract! to its associated 
producer-members, who as multiple principals ordinarily use such entity as their 
agent? through and by which they secure the advantages of combined, efficient, 
cost marketing of their family-farm products with limited liability to themselves. 
Some courts have observed that the statutes authorizing the incorporation of agri- 
cultural cooperative associations create a statutory non-profit agency and impose 
a statutory obligation on the cooperative to operate solely for the profit of its 
patrons as producers.’ 


’ Tue Cooperative as AGENT OR PuRCHASER 


Until recently, nearly all of the organization documents of cooperative market- 
ing corporations, including the marketing contracts with members, have evidenced 
some confusion as to the agency or sales relationship intended to be created. In 
spite of conflicting statements usually found in the by-laws and marketing contracts 
to the effect that the cooperative corporation is to be the non-profit agent of the 
patron, but that the patron sells his products to it and transfers title upon delivery 
of the products, the cases generally have held that the cooperative is the agent of 
its patrons.* Some of the cases hold that the cooperative is “an agent or trustee for 


* Professor of Corporation Law at the University of Utah. Consultant on Legal Education to the 
American Institute of Cooperation and co-chairman of the Committee on Classification and Terminology 
of Cooperative Corporation Law of the American Bar Association. 

2 The contract between the patron-member and his cooperative marketing corporation is found in 
the articles of incorporation, or the by-laws, and usually in a marketing contract. See Frank EvANs AND 
E. A. StoxpyK, THE Law oF AGRICULTURAL COOPERATIVE MARKETING 86-158 (1937). 

* For a comprehensive survey of the (multiple) principal and (common) agent relationships created: 
bargaining agent only, an agent-bailee, or an agent having a trust or agency title, see Jensen, Cooperative 
Corporation Law on the Marketing Transaction, 22 Wasu. L. Rev. 1-18 (1947). 

*In San Joaquin Valley Poultry Producers’ Ass’n v. Commissioner, 136 F. 2d 382 (C.C.A. oth 
1943), the court quoted the statutory obligation to operate without profit under §1192 of the Cali- 
fornia Agricultural Code and also noted a by-law provision to the same effect. A contract with a 
non-member which authorized the deduction of a discretionary portion of his pro rata net proceeds of 
sales for the purpose of building up a general reserve has been held ultra vires under the New York 
statute requiring service to non-members to be at cost. Dairymen’s League Cooperative Ass’n, Inc. v. 
Holmes, 207 App. Div. 429, 202 N.Y.S. 663 (1924), aff'd, 239 N. Y. 503, 147 N. E. 171 (1924). 

“Owen County Burley Tobacco Society v. Brumback, 128 Ky. 137, 107 S.W. 710 (1908), Cal- 
ifornia Raisin Growers’ v. Abbott, 160 Cal. 601, 117 Pac. 767 (1911), Phez Company v. Salem Fruit 
Union, 201 Ore. 514, 201 Pac. 222 (1921), Kelowna Growers’ Exchange v. De Caqueray, 70 D.L.R. 
865 (1922), Poultry Producers of Southern California v. Barlow, 189 Cal. 278, 208 Pac. 93 (1922), 
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its patrons,”® and one late case says that it acts “as trustee” for “the members as 
settlors,”® 

There are, however, a few earlier cases which held that the dominant language 
of sale in the organization papers and the conduct of the parties evidenced a rela- 
tionship of selling patron and purchasing cooperative.” The later trend of decisions 
is almost uniformly to construe cooperative marketing contracts as making the 
cooperative an agent or agent-trustee for its members except in the few instances 
where the parties under statutory authorization have clearly abandoned the agency 
relationship and expressly adopted by agreement and practice the seller-purchaser 
relationship for definite economic advantages.® 

In Canada, the recent Royal Commission on Cooperatives found considerable 
variation in the details of contract and property relationship between cooperatives 
and their patrons.° The Commission concluded, however, that Canadian agricul- 
tural cooperatives were chiefly of two types, the agency-consignment type?® and the 
sales type.?? 


Haarparinne v. Butter Hill Fruit Growers’ Ass’n, 122 Me. 138, 119 Atl. 116 (1922), Oregon Growers 
Coop. Ass’n v. Lentz, 107 Ore. 561, 212 Pac. 811 (1923), Kansas Wheat Growers’ Ass’n v. Board of 
Commissioners, 119 Kan. 877, 241 Pac. 466 (1925), Tobacco Growers Co-op. Ass’n v. L. Harvey & 
Son Co., 189 N. C. 494, 127 S. E. 545, 547 (1925), Dark Tobacco Growers’ Co-op. Ass’n v. Robert- 
son, 84 Ind. App. 51, 150 N. E. 106, 112 (1926), Johnson v. Staple Cotton Co-op. Ass’n, 142 Miss. 
312, 107 So. 2 (1926), City of Owensboro v. Dark Tobacco Growers’ Ass'n, 222 Ky. 164, 300 S. W. 
350 (1927), Mountain States Beet Growers’ Marketing Ass'n v. Monroe, 84 Colo. 300, 269 Pac. 886 
(1928), Rhodes v. Little Falls Dairy Co., 230 App. Div. 571, 245 N.Y.S. 432 (1930), aff'd, 256 
N. Y. 559, 117 N. E. 140 (1931), Spencer Cooperative Live Stock Shipping Ass’n v. Schultz, 209 Wis. 
344, 245 N. W. 99 (1932), Texas Certified Cottonseed Breeders’ Ass’n v. Aldridge, 122 Tex. 464, 62 
S. W. 2d 79 (1933), Pyrke v. Brudno, 243 App. Div. 493, 278 N.Y.S. 353 (1935), Georgia Milk 
Producers Confederation v. Atlanta, 185 Ga. 192, 194 S. E. 181 (1937), Inland Empire Rural Elec- 
trification, Inc. v. Dep’t of Public Service, 199 Wash. 527, 539, 92 P. 2d 258 (1939), Industrial 
Commission v. United Fruit Growers’ Ass’n, 106 Colo. 223, 103 P. 2d 15 (1940), Bogardus v. 
Santa Ana Walnut Growers’ Ass’n, 41 Cal. App. 2d 939, 108 P. 2d 52 (1940), Department of 
Treasury v. Ice Service, Inc., 220 Ind. 64, 41 N. E. 2d 201 (1942), Bowles v. Inland Empire Dairy 
Ass’n, 53 F. Supp. 210 (E.D. Wash. 1943). 

5 Bogardus v. Santa Ana Walnut Growers’ Ass'n, 41 Cal. App. 2d 939, 108 P. 2d 52 (1940), and 
San Joaquin Valley Poultry Producers’ Ass’n v. Commissioner, 136 F. 2d 382 (C.C.A. oth 1943). 

* California and Hawaiian Sugar Refining Corporation, Ltd. v. Commissioner, 163 F. 2d 531, 
535 (C.C.A. oth 1947). 

™Texas Farm Bureau Cotton Ass’n v. Stovall, 113 Tex. 273, 253 S. W. r10or (1923) (superseded 
by Texas Certified Cottonseed Breeders’ Ass’n v. Aldridge, 122 Tex. 464, 61 S.W. 2d 79 (1933) 
holding agency); Neith Cooperative Dairy Products Ass’n v. National Cheese Producers’ Federation, 
217 Wis. 202, 257 N. W. 624 (1934). 

*In Clinton Cooperative Farmers Elevator Ass’n v. Farmers Union Grain Terminal Ass’n, 223 Minn. 
253, 26 N. W. 2d 117 (1947), the Grain Terminal Association purchased and resold the grain of 
its patrons so that it could get the mark-ups allowed by the Office of Price Administration upon 
resale transactions. The court approved the practice which placed grain marketing cooperatives in the 
same selling position as commission merchants and held that under a statute providing that a 
cooperative association conducting a commission business may, either as agent or otherwise, buy, sell, 
or deal in the products of its individual members or patrons, such association had the power to buy 
for its own account grain consigned to it for sale, notwithstanding an earlier statute forbidding 
commission merchants, either individual or corporate, from buying for their own account grain con- 
signed to them for sale. 

*° Report OF THE RoyaL COMMISSION ON COOPERATIVES 20-22 (Ottawa, 1945). 

20 “Some associations receive products as agents or on a consignment from their members and 
sometimes from non-members as well.” Id. at 24. 

11 “Instead of accepting products on consignment, other marketing associations purchase products 
from members, and often non-members, and resell them sometime later.” Id. at 25. 
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The adjudicated cases in the United States show a great preponderance of 
agency-type agricultural cooperatives which operate, not merely as bargaining agents 
nor as agent-bailees of the patrons’ products on consignment, but as selling agents 
taking a trust title to delivered products to accomplish the purposes of the agency.1? 


Acency Pius Trust RELATIONSHIPS 


Many lawyers unfamiliar with the legal nature of the hybrid business unit called 
a cooperative corporation association are misled into believing that because title 
passes to the cooperative, and usually a cash advance of the going market price 
is made to the patron upon or soon after delivery, a sale has taken place. As was 
pointed out in the well reasoned case of Bowles v. Inland Empire Dairy Asso- 
ciation,’® the intention and agreement of the parties is not that an agreed price 
will be paid for the products delivered, but that the patron’s pro rata share of the 
net proceeds of sale will be paid over to him. There is no price agreed upon; and 
an agreed price is an indispensable element of a sale according to the definition of 
that transaction in the Uniform Sales Act.!* 

A well reasoned case which shows that contract language of sale and transfer 
of title of the patron’s products to the cooperative is compatible with the basic 
agency purposes of the cooperative marketing association statutes is Texas Certi- 
fied Cottonseed Breeders’ Association v. Aldridge,® in which the Supreme Court 
of Texas said: 


The farmers as a group form the association, and appoint it to act as their selling agent. 
They turn over to the association their commodities to be pooled and sold on the market 
to the best advantages. . . . 


The contract upon this point [transfer of title] is clothed in the terminology of a sale. 
The relation of consignor and factor has been abandoned. The logical and practical 
object of the members, as expressed in the contract, is to clothe the transaction in the 
language. of a sale for the purpose of permitting the exercise of all powers named in the 
contract rather than a consignment in order to enable the association to enter bona fide 
transactions free from the embarrassment arising out of an incomplete title. . . . 


The members of the association, in order to promote their welfare, delivered their seed 
to the association. They constituted the association their agent with broad and exclusive 
powers to handle and sell their commodity. This was necessary to accomplish the very 
purposes for which it was created. It being the clear intention of the members to create 
a true cooperative marketing association, under the powers ccumerated by law and by 
the contracts, to perform certain services exclusively for its members, and to hold in 
the face of this intention that the delivery of the seed to the association was an absolute 
sale would destroy it as a cooperative marketing association.1¢ 

12See Jensen, Cooperative Corporation Law on the Marketing Transaction, 22 Wasu. L. REv. 
9-15 (1947), and Goldsmith, Passage of Title under Cooperative Marketing Contracts, 18 Ore. L. 


Rev. 157-174 (1939). 
1853 F. Supp. 210, 220 (E.D. Wash. 1943). 
24) SaMUEL WILLISTON, THE Law GoverRNING SALES OF Goops aT ComMMON LAW AND UNDER THE 
UnirorM Sates Act, §171 (2d ed. 1924); “Uniform Sales Act, §1(2): A sale of goods is an agree- 
ment whereby the seller transfers the property in the goods to the buyer for a consideration called 
the price.” II id. App. 1751. See also Note, Cooperative Marketing, 77 A.L.R. 413 (1932). 
48122 Tex. 464, 61 S. W. 2d 79 (1933). 47d. at 82, 83. 
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Since, as we have seen, the cooperatives are ordinarily the marketing agents 
of their members, what dre the duties of such cooperatives to account to their mem- 
ber patrons for net proceeds of sales, and what are the various types of remitting 
transactions now in vogue? 


Duties oF A CoLtectinc AGENT 


It is a well established principle of agency law that an agent. who is entrusted 
with the products of his principal for purposes of selling them, and who does not 
have express authority to collect, nevertheless has “implied authority to receive 
payment arising from the fact that the agent sold the goods for which the demand 
is due.”27 

It is also well established agency law that a collecting agent has no implied 
authority to retain the funds collected, or to enter into contracts regarding them, or 
to deal with them as if they were his own. His duty is to transmit the collected 
funds with reasonable diligence to the principal, in the absence of some express 
agreement to the contrary.1® 

It, therefore, was rightly held in American Box Shook Export Association v. 
Commissioner’® that the cooperative, which merely had an “informal understand- 
ing” with its stockholders that. it would pay them all income after deducting ex- 
penses and a reserve for future claims, and which was not legally bound to pay 
over said net proceeds to its patron stockholders, was not their agent. In such a 
case, the cooperative was doing business for itself as a corporate principal and the 
net economic gains which it had no duty to remit to its stockholders were cor- 
porate income and therefore taxable as such. 

However, a collecting agent who does have a legal duty to remit collected funds 
to his principals may in fact retain the proceeds longer than he should, and thus 
be guilty of negligence in remitting;?° or the agent may sometimes retain the 
funds collected and use them for his own benefit, intending to remit an equivalent 
amount at some future time. This latter situation was found to exist in Rhodes v. 
Little Falls Dairy Company,?+ which declared it to be the duty of a cooperative 
corporation operating as agent to account for the pro rata net proceeds of sales to 
its patron members on demand. 

Before reviewing the Little Falls Dairy Company case, it is important to note 
the economic basis and legal nature of revolving-fund capital financing of 
cooperatives. 

Except in times of war prosperity, farmers proverbially have little cash and not 
too much credit.2? This fact explains in part why most cooperatives are not suf- 

177 Froyp R. MecHeM, A TREATISE ON THE Law or AGENCY 678, §944 (1914). 

181d. at 692, §961. 

2° 156 F. 2d 629 (C.C.A. oth 1946). The company was incorporated to export box shook for 
its member stockholders. 

%° MECHEM, op. cit. supra note 17, at 949, §1309. 


#2245 N.Y.S. 432 (1930); see also Texas Certified Cottonseed Breeders’ Ass’n v. Aldridge, 122 Tex. 


464, 61 S. W. 2d 79 (1933). 
#3 Rocer W. Basson, Ir INFLATION CoMES 214-215 (4th imp. 1945). 








_ 


CooperaTIvE COLLECTING AND REMITTING TRANSACTIONS 407 


ficiently capitalized with permanent investment capital. It is almost universal prac- 
tice that producer-members authorize their marketing cooperatives to retain, in the 
discretion of the board of directors, part of the net proceeds of sales for an interim 
period to provide requisite capital for the corporation. Thus the patron-principals 
temporarily waive their right to demand immediate pro rata remittances in cash. 


Revotvinc Funp For CapitaL FINANCING 


Mr. L. S. Hulbert has given an excellent statement of the revolving-fund plan 
of financing agricultural cooperative corporations :?% 


The problem of how equitably to capitalize a cooperative so that the capital furnished 
by a particular member will bear a direct relation to his patronage and ultimately will 
be returned to him is believed by many competent cooperative leaders to be solved best 
through use of the revolving-fund plan of financing. 

Cooperatives commonly have begun business with a small amount of capital, which 
has been gradually increased from deductions or savings without giving to the respec- 
tive patrons a clearly defined contingent right with respect to the sums that each by 
reason of his patronage has provided... . 

Broadly speaking, this plan is one under which, after sufficient capital has been ac- 
cumulated to justify doing so, money supplied by current patrons or others for capital 
purposes is used to retire the oldest outstanding investments of patrons or others in its 
revolving fund. 

In marketing associations, under this plan, money for capital purposes is obtained 
principally from retains or deductions on a percentage or a unit basis, or from the sale 
of certificates of various kinds. In purchasing associations, the major part of the capi- 
tal is usually obtained from earnings or savings. .. . 

The derivation of the name “revolving-fund plan” becomes more apparent when an 
association reaches the stage when the oldest investments of the patrons of previous years 
may be retired. It is only when an association reaches this stage that its revolving fund 
begins to revolve. Money which is thus furnished by the patrons of an association for 
capital purposes should be regarded by them as an investment in their own association 
and not as an additional expense. It cannot be overemphasized that it takes money 


-to go into business. Farmers, when they form and operate a cooperative, are in busi- 


ness and should supply the required capital. 

There is a wide latitude with respect to the terms and conditions which may be 
adopted for the revolving-fund plan of financing. 

Accumulations or retains for capital purposes, under this plan of financing, should 
be at least recorded on the books of the association as credits in favor of the proper 
persons. Generally, associations issue certificates to evidence such funds. These certifi- 
cates are sometimes referred to as “certificates of indebtedness,” “revolving-fund cer- 
tificates,” “certificates of equity,” or “certificates of interest.” The terms and conditions 
of such certificates differ and the rights of the holders vary accordingly.?4 


Duty to Account To MEMBERS 


A leading case which holds that a patron-principal is entitled to an accounting 
and prompt, full payment from his cooperative marketing agent is the Little Falls 


93 1. S. Hutsert, Lecat Puases oF CooperaTivE Associations (Farm Credit Administration, United 
States Dep’t of Agriculture, Bull. No. 50, 1942). Mr. Hulbert is Chief of the Cooperative Bank and 
Cooperative Research Section, Farm Credit Division, Office of the Solicitor, United States Department 
of Agriculture. 

** Id, at 276-277. 
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Dairy Company case,*° decided by the Supreme Court of New York in 1930. 

The plaintiff dairyman had delivered his milk to the cooperative company from 
March 20, 1929, until the bringing of his action some time in 1930. The company 
had distributed all net proceeds of sales pro rata to its patrons for 1929 operations. 

The marketing agreement provided that for the milk delivered the dairy com- 
pany would “distribute to plaintiff his proportionate share of the earnings [net oper- 
ating margins] of the company after deductions including a sufficient sum to 
provide for a reasonable return to the stockholders of the company, and a further 
sum for sufficient working capital, improvement of plant, and reserves necessary 
for the successful operation of the business, according to the judgment of the 
directors.” 

Beginning January 1, 1927, the company began reserving from net proceeds of 
sales sums for capital purposes, improvement of plant, and reserves apparently 
other than valuation or cost reserves, which it did not allocate to plaintiff and 
other patron-members, although apparently the records made such capital retains 
susceptible of pro rata allocation. 

Plaintiff demanded payment of his full pro rata share of net proceeds of sales, 
and upon refusal of the company to comply with his demand he brought suit 
for accounting and payment. On appeal the Supreme Court held that the com- 
plaint stated a good cause of action. The court said in part: 


The facts alleged in the complaint show a fiduciary relationship between the parties. 
It partakes in large measure of the nature of a joint venture, in which case an action in 
equity is maintainable for an accounting (Marston v. Gould, 69 N. Y. 220), and is not 
unlike that of an agent who has been intrusted with his. principal’s money or property 
to be expended or dealt with for a specific purpose, in which case the agent is at all 
times amenable to the process of the court to show that his trust duties have been per- 
formed and the manner of his performance. Marvin v. Brooks, 94 N. Y. 71; Hotel 
Register Co. of New York v. Osborne, 84 App. Div. 307, 82 N. Y. S. 609. 

“Tt is not necessary that there be a technical trust. Equity will take jurisdiction where 
there is a relation of agency and confidence and the agent has received property of the 
principal for which he refuses to account.” Talmudic Literature Publishers, Inc. v. 
Lewin, 226 App. Div. 1, 2, 234 N. Y. S. 164, 166. 

Tt also clearly appears that something more than a computation according to set 
figures will be necessary before it can be determined whether or not defendant has 
made proper distribution to plaintiff and other producers in like situation in the amounts 


to which he and they are entitled. 


In Johnson v. Staple Cotton Co-op. Ass’n (1926) 142 Miss. 312, 107 So. 2, it was held 
that the cooperative marketing contract between the association and a member creates 
the relation of principal and agent; the association being a sales agency operating for 
the benefit of its members. In this case the court held that plaintiff was entitled to a 
disclosure and accounting as to insurance carried on the crops of its members; his crop 
of cotton having been destroyed by fire. 

“It has always been within the jurisdiction of courts of equity to grant relief where 
legal remedies are inadequate, and it is evident that by reason of the peculiarity of the 


95 245 N.Y.S. 432 (1930). 
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cooperative marketing plan, any legal remedy would be wholly inadequate.” Arkansas 
Cotton Growers’ Co-op. Ass’n v. Brown, 168 Ark. 504, 522, 270 S. W. 946, 953, 1119. 

There was a fiduciary relationship here; defendant was dealing with plaintiff's prop- 
erty. It was its duty to get the best price possible for it, to make such deduction from 
the proceeds for expenses and other items mentioned in the contract as were required 
in necessity and reason, and to return to plaintiff his share of the profits, [net operating 
margins] remaining, if such there were, based upon the milk that he furnished. These 
facts are not known to plaintiff, and can only be ascertained in an accounting by de- 
fendant. It seems to us that the complaint states a good cause of action for such 
relief.26 

Rerarninc Patronace Net Marcins WitHout AccountiINc ork PAYMENT 


In the Little Falls Dairy Company case, the company contended that under the 
by-law allowing it, as agent, to retain “a further sum for sufficient working capital, 
improvement of plant, and reserves necessary for the successful operation of busi- 
ness, according to the judgment of the directors,” it had secured a legal right to 
supply its capital needs without the need of accounting or payment over to, and 
investment back from, its patron-members. 

The court held that this contention was not sound. The cooperative must ac- 
count to its member patrons for all net proceeds of sales. The cooperative had 
denied the patron his legal rights by setting up an unallocated reserve for an in- 
definite period of time. It had retained his funds without full and clear terms as 
to its right of retention and thus denied his right of demand payment. 

The heart of the legal, the practical, and indirectly of the tax, difficulties with 
cooperatives lies in such attempts to build up corporate capital (sometimes as re- 
serves) without a complete and definite agreement as to the rights of the mar- 
keting patrons and the cooperative regarding those capital funds. 

The difficulty is pertinently illustrated by a colloquy between one of the com- 
missioners in the Royal Canadian Hearing on Cooperatives and Mr. Francis, at- 
_torney for the cooperatives, on the meaning of what had been referred to as “allo- 
cation” of net patronage proceeds. The transcript of the testimony reads: 


Mr. Napgau: (Commissioner) While we are on this subject, do you consider that 


an allocation is a payment, an obligation to pay? 
Mr. Francis: (Attorney for cooperatives) Within the meaning of the section, yes 


on the interpretation I am giving. 
Mr. Napeau: Under your own interpretation it would be a payment? 


Mr. Francis: Yes. 
Mr. Napeau: But do you think that with the relationship which exists between 


debtor and creditor, the creditor is really paid when the debtor gives credit to him in 


his books? Is that real and actual payment? 
Mr. Francis: I think in English law we call that a chose in action, that a chose in 


action is established on the allocation.?7 
It does seem that it is stretching logic too far to say that a book-entry admission 


Id. at 434, 435, 436. 
97 XXXII OrriciaL REPORT OF THE PROCEEDINGS OF THE ROYAL COMMISSION ON COOPERATIVES 7944 


(Ottawa, 1945). 
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by a debtor-agent of his indebtedness should be regarded as accounting and con- 
structive payment to the creditor-principal. 


Tue Contract For RETENTION oF Net Patronace Marcins 


In spite of the liberal contractual by-law provision purporting to allow the Little 
Falls Dairy Company to retain net patronage proceeds for capital purposes, the court 
in that case declared that in a non-profit corporation patronage net margins con- 
stitute accumulated sums owing by the corporate agent-trustee to its principal- 
beneficiaries because of a legal relationship peculiar to the “cooperative marketing 
plan of doing business.” Under this legal doctrine, the agent takes title to the funds 
collected with the consent of the principal, similarly as the cooperative took legal 
title to the patron’s products pursuant to agreement with the agent.?® 

It is, therefore, only by reason of a contract right granted to the cooperative by 
its members in the articles, or by-laws, or marketing agreement that the corpora- 
tion may legally retain any fraction of the patronage net margins for its capital 
purposes. 

The appellate court left to the trial court upon retrial of the Little Falls Dairy 
Company case three questions for determination: first, the extent of the patronage 
net margins which could be lawfully retained under the particular contract; sec- 
ond, the method by which the corporation would account to the patrons for those 
net margins; and, third, the manner in which those net margins would be actually 
or constructively paid to the patrons. 

In the absence of an express or implied-by-conduct agreement of the cooperative 
and its members covering these three questions, the courts have the duty of im- 
plying reasonable terms to establish the rights of the cooperative and of the patron 
in regard to retained patronage net margins. 


AccouNnTING FOR AND Payinc Fina, Amount Due Patron 


Even when agricultural marketing association statutes”® declare, as they usually 
do, that cooperatives must be organized as non-profit corporations, for the profit 
of their members as producers, the time for accounting and the manner and medium 
of payment are matters of contract between the parties. 

The five chief methods of accounting for, and payment to patrons of, annual 
net proceeds of sales and savings may be classified as follows: 


1. Payment in cash. 
2. Payment in cash-equivalent, called by the regulations of the Internal Revenue 


Department “constructive payment.”®° 


*® Fertile Co-operative Dairy Ass’n v. Huston, 119 F. 2d 274 (C.C.A. 8th 1941), affirming 33 
F. Supp. 712 (N.D. Iowa 1940), holds that a cooperative which acts as a business principal in dealing 
with non-member patrons and makes a profit on non-member business has taxable corporate income 
from non-member transactions. 

*°The Bingham Cooperative Marketing Act, Laws of Kentucky, c. 1, §2(d) (1922) provides: 
“Associations organized hereunder shall be deemed ‘non-profit,’ inasmuch as they are not organized 
to make profit for themselves, as such, or for their members, as such, but only for their members 


as producers.” See note 3 supra. 
*° Sec, 29.42-2 Regulations 111 of the Internal Revenue Department covering income not reduced 
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3. An executory agreement to pay: 
a. On demand of the patron-member, 
b. At a time certain in the future, or 
c. At some determinable future time; usually when in the bona fide judgment 
of the board of directors the capital needs of the corporation have been properly 
supplied by an adequate accumulation to the capital revolving fund. 

4. An obligation ultimately to pay the patron, represented by “allocation” of 
prorated patronage net margins on the corporate books, and notice thereof to the 
patron. 

5. An obligation ultimately to pay the patron, represented only by entries on 
the corporate books from which patrons’ patronage net margins can be computed. 


PAYMENT IN CaAsH 


Occasionally a cooperative corporation may be found which has secured its cor- 
porate capital by the sale of stock and sometimes in part by the sale of bonds, 
in the customary manner by which private-profit corporations are capitalized. 
In such cases the cooperative can, and may, pay final patronage net margins in 
cash to its members within a reasonable time after the close of the fiscal year and 
upon completion of the annual accounting. 


PAYMENT IN PERMANENT CorpPorRATE STOCK 


A case which illustrates constructive payment in permanent preferred stock is 
Paducah & Illinois Railroad Company, decided by the Board of Tax Appeals in 
1925.91 In this case, three railroad companies caused this non-profit bridge company 
to be incorporated. The bridge company secured loan capital of five million dollars 
by the issuance of corporate bonds. With this capital, it erected a railroad bridge 
over the Ohio River for the use of its three patrons. 

The three railroad companies agreed to pay certain charges for their use of 
the bridge. They also signed a continuing subscription agreement obligating them 
to purchase preferred stock in the bridge company out of net patronage margins 
which would accumulate in the treasury of the bridge company above the costs 
of operation. The bridge company agreed that it would operate at cost and would 
credit the balance of the payments for use of the bridge above costs of operation to 
the continuing subscriptions of the respective railroads to the preferred stock of the 
Paducah & Illinois Railroad Company. 

The parties also agreed that the capital secured from the investing of annual 





to possession reads as follows: “Income which is credited to the account of or set apart for a taxpayer 
and which may be drawn upon by him at any time is subject to tax for the year during which so 
credited or set apart, although not then actually reduced to possession. To constitute receipt in such 
a case, the income must be credited or set apart to the taxpayer without any substantial limitation 
or restriction as to the time or manner of payment or condition upon which payment is to be made, 
and must be made available to him so that it may be drawn at any time, and its receipt brought 
within his own control and disposition. A book entry, if made, should indicate an absolute transfer 
from one account to another.” 
*12 B.T.A. 1oor (1925). 








412 Law AND CoNTEMPORARY PROBLEMS 


patronage net margins in preferred stock was to be used to pay off and retire the 
outstanding bonds of the corporation and thus change its capital fund from loan 
capital to permanent investment capital as rapidly as net patronage margins were 
available to accomplish that purpose. Under this arrangement, the Board of Tax 
Appeals held that the patrons received constructive payment of the annual patronage 
net margins which they simultaneously reinvested in the permanent stock of the 
corporation and that the funds so handled never became income of the cooperative 
corporation.” 

Many agricultural cooperatives have adopted a pattern of capital financing 
similar to that used by the Paducah & Illinois Railroad Company. The patrons 
make a continuing contract, usually in the form of a company by-law, or mem- 
bership contract, or both, by which they agree to furnish investment capital to the 
corporation, and the cooperative and its patrons mutually agree that the cooperative 
shall credit annual patronage net margins upon the continuing subscription contract 
of the patron to supply revolving capital to the corporation. 

If it be agreed that patronage net margins shall be credited to loan capital in- 
stead of invested capital, the obligation of the cooperative to pay the patron is 
merely changed from an ordinary demand debt into a long-term obligation, or to 
a capital loan payable at a determinable future time. When the patronage net 
margins are credited to invested capital, the patron’s legal position is changed from 
that of a creditor to that of an investor. It is important that by-laws should clearly 
delineate and differentiate these situations. 


PayMENT IN Hysrip SEcuRITIES 


Agricultural cooperative corporations have used many forms of incomplete 
agreements and documents to evidence the legal relationship between the coopera- 
tive and the patron in building up a capital revolving fund. The confusion which 
has existed, and still exists in too large a degree, has been well described by the 
late E. A. Stokdyk, formerly president of the Berkeley Bank for Cooperatives. 


He writes: 


First of all, the terms used to describe members’ capital equities and other instru- 
ments issued by membership cooperatives are many and varied. The following is a partial 
list: advance funds, revolving funds, withholdings repayable, reserve funds, certificates 
of interest, certificates of equity, members’ investment, capital retains, growers’ equity, and 
finance funds. Some associations merely carry members’ capital equities as book credits, 
sending them a statement showing the amount of the book credits periodically. 

The names used seldom describe the nature of the instruments. One must examine 


*2 Ibid. The railroads incorporating a non-profit bridge company were the Chicago, Burlington 
& Quincy R. R., the Nashville, Chattanooga & St. Louis Ry., and the Illinois Central R. R. The 
question before the Board of Tax Appeals was whether the amounts credited to the purchase of pre- 
ferred stock by the three railroad companies ($95,238 in 1920 and $121,550 in 1921) “constituted 
income or capital contributions during the years in question.” The court held that under the contract 
of July, 1915, the payments by the railroad companies, above ordinary expenses, interest, taxes, de- 
preciation, and dividends, which were credited to investment in capital of the bridge company and 
which the bridge company was required to pay to its patrons to operate on a non-profit basis, were 
not income to the corporation, but were capital contributions of its patrons. 
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them and consult the articles and by-laws to determine their status. When one does, he 
frequently finds that their status is uncertain because they are not adequately described. 
Or he may find that a part or all of the items carried in the net worth section of the 
financial statement are in reality obligations of the association and not part of the net 
worth. For example, some associations have issued instruments with due dates to their 
members to evidence funds withheld to finance the association and classed the funds 
as net worth. Instruments with due dates, if short term, are notes; if long term, are 
bonds. The holders of such instruments are creditors. . . . 

An instrument without a due date and subject to the rights of creditors is comparable 
to the preferred stock of a capital stock corporation. Those issued by a membership 
cooperative should be of this nature if financial soundness is desired and financial em- 
barrassment is to be avoided. 

Some capital stock associations have issued preferred stock with due dates, little 
realizing that these were in reality bonds, and have faced financial difficulty when the 
bonds fell due. On the other hand, some capital stock associations have issued instru- 
ments without due dates which they called notes when actually these instruments were 
in the nature of preferred stocks. 

Much litigation has resulted from the issuance of instruments not well defined or 
adjudicated. These are termed hybrid securities. Membership cooperatives will avoid 
- much confusion and litigation if they describe their members’ capital equities adequately 
and make them of the nature of preferred stock of ordinary corporations.3% 


‘PAYMENT BY CERTIFICATES OF INDEBTEDNESS 


The relationship between the cooperative and its patron-members regarding an- 
nually accumulated patrons’ net margins is not merely that of an ordinary debtor- 
creditor but rather is that of a debtor-agent to a creditor-principal. The agency 
creates a fiduciary relationship and an equitable duty upon the agent to account, 
as well as a legal duty to pay to the patron what is justly due him as his pro rata 
share of patronage net margins.** 

In the absence of a contrary agreement as to time of payment, the cooperative’s 
duty is to pay promptly; certainly upon demand of the member.*5 This demand 
debt may be legally changed into a definite capital loan by an appropriate agreement 
embodied in a by-law or marketing agreement. A considerable number of agri- 
cultural marketing corporations issue to patrons certificates of indebtedness. These 
certificates usually provide that the claim of holders thereof are deferred to the 
claims of common creditors. A recent trend toward this type of cooperative capital 
financing is observable. These certificates may, by contract of the parties, be made 
payable on demand or at some definite time in the future, or may be made payable 
at the option of the board of directors, when in its judgment sufficient capital has 
been accumulated so that the oldest loans may be safely paid. It is the intent of 
the parties that a later cash payment will be made by revolving the capital loan 
fund, so that the oldest lenders will be paid first. If no definite time for payment 


*8E, A. Sroxpyx, FinANcIAL STRUCTURE AND Poticies OF COOPERATIVES 2-3 (American Institute 


of Cooperation, October, 1945). 
**See notes 21 and 26 supra. 
** Ibid. 
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or determinable future time is agreed upon, the reasoning of the Little Falls Dairy 
Company case would indicate that the cooperative owes a demand debt to its patrons 
of their pro rata interests in the accumulated patron’s net proceeds of sales. The 
stipulation sometimes found that the cooperative will pay the patron at its option 
would appear to be too indefinite and uncertain to change the demand debt to 
one payable at a determinable future time. Something more definite than the 
future whim of the debtor would appear to be necessary to defeat the demand 
rights of the creditor-patron.*® 

The Royal Commission on Cooperatives of 1945 in Canada favored the issuance 
of certificates evidencing demand capital loans, called “loan units,” which, how- 
ever, would have contractual limitations on withdrawal rights to protect the coopera- 
tive in its capital needs, similar to the withdrawal limitations on some building 
and loan investment stock in this country.5? 

The chief objection to certificates of indebtedness is that they appear on the 
liabilities side of the financial statement and thus indicate a situation of inadequate 
investment capital. Also, certificates of indebtedness may fall due at a time when 
their payment may cause serious financial embarrassment and even failure of the 
cooperative. If such certificates are made assignable they may come into the hands 
of unfriendly business competitors, to the serious inconvenience of the cooperative. 

It is possible, however, by proper by-law provisions, to give to cooperatives an 
option to pay upon call and to set the due date of loan certificates far enough in 
the future so that the revolving-fund principle may be safely carried on with this 
type of loan security, especially where it is also safeguarded with adequate con- 
tractual limitations on withdrawal rights on and after the due date. 


PayMENT BY INTERIM INVESTMENT CERTIFICATES 


Many cooperatives issue some form of certificates evidencing an interim con- 
tribution to the capital of the corporation. These are variously designated as “capi- 
tal certificates,” “interim capital certificates,” “revolving fund certificates,” or by 
some other similar terminology. Their terms ordinarily make the holder a capital 


*° Anthony P. Miller, Inc. v. Commissioner, 164 F. 2d 268 (C.C.A. 3d 1947), held that the 
delivery by the debtor corporation of negotiable demand notes to the creditor constituted constructive 
payment of the debt. 

87 REpoRT OF THE RoyAL COMMISSION ON COOPERATIVES 44, §6, and 209-210 (Ottawa, 1945). 
“Withdrawal of shares and sums credited thereon is, however, subject to the following qualifications: 

“(3) When a member withdraws from a retail co-operative society the rules provide that his 
entire investment shall be paid to him within six calendar months after receipt by the society of notice 
of withdrawal. 

“(4) Not more than ro per cent of the capital paid up on January 1st each year shall be with- 
drawable during that year, except with the consent of the directors, nor except with such consent shall 
any member be entitled to withdraw more than 10 per cent of capital standing to his credit while he 
remains a member. 

“(5) Notwithstanding the foregoing provisions, the directors may by resolution suspend with- 
drawals of share capital, but such suspension shall in all cases be subject to confirmation by the next 
general meeting, and if not confirmed, the suspension shall cease. No member shall be allowed to 
withdraw capital during the period of suspension.” 
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investor similar to a stockholder for a temporary period. These certificates contain 
provisions for redemption or repurchase upon the revolving-fund plan. 
Advantages of this method of capital financing are that it clearly terminates and 
changes the parol demand loan by the patron of his retained net margins into a 
definite capital investment in the nature of interim stock in the cooperative. 


PAYMENT BY CERTIFICATES OF Eguiry or INTEREST 


A third form of interim capital certificate that has found wide usage in Cal- 
ifornia, Utah, and neighboring states is called a certificate of equity or interest. 
This is the language customarily used in issuing capital certificates of Massachu- 
setts business trusts for the furnishing of trust capital to the business unit. 

What legally occurs upon the issuance of this type of certificate to cover the 
patrons’ pro rata share of retained annual net proceeds of sales and savings is that 
the demand claim of the patron is converted into revolving trust capital of the co- 
operative corporation. The corporation becomes the trustee of the capital fund in 
which the patrons are the equitable owners. 

A late case which adopts this view is California & Hawatian Sugar Refining 
Corporation v. Commissioner®® In discussing the legal relationship between the 

patrons and the cooperative, the court said: 

It thus appears that under the California law the relationship created by the contract 
in the “passage of title, and the terms of purchase and sale,”—that is from the very 


beginning—is that of a trust with the members as settlors creating a trust estate for 
themselves as beneficiaries. 


By the so-called contract of sale this sugar cooperative is made a trustee by the members 
as settlors. 
The solution here determined [which allowed the cooperative to recover processing 
taxes paid under unconstitutional A.A.A. of 1933] provides no unjust enrichment to 
the cooperative which must return to its members the recovered amount of the illegal 
tax... 29 


Evans and Stokdyk state the legal principle as follows: 


The membership interest in the assets is ascertainable and is often represented by a 
certificate of interest, or some other form of acknowledgment.*® 


One of the early decisions which stressed the trustee-beneficiary relationship is 
Texas Farm Bureau Cotton Association v. Stovall,* in which the Texas Supreme 
Court said: 


*° 163 F. 2d 531 (C.C.A. oth 1947), citing with approval Bogardus v. Santa Ana Walnut Growers’ 
Ass’n, 41 Cal. App. 2d 939, 108 P. 2d 52 (1940), in which the court said: “. .. at all times the 
relationship between the grower member and the local association, and between the local association 
and the central association, was that of principal and agent, or beneficiary and trustee; that a fiduciary 
relationship existed which required at all times that these associations account to the grower member 
for all proceeds received from the sale of walnuts, and required the grower to bear his proportionate 
share of all losses sustained... .” Id. at 534. 

Old. at 535: 
*° Frank Evans AnD E. A. SToKpyK, THE Law oF AGRICULTURAL COOPERATIVE MARKETING 81 (1937). 
“113 Tex. 273, 253 S. W. 1101 (1923). 
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It is true that the grower at all times has a beneficial interest in the net proceeds of 
this pool [pool of delivered cotton]... .42 

While a certificate of equity or interest terminates the right of a patron to 
secure payment on demand, the chief objection to this type of trust-capital arrange- 
ment is that the agreement is not ordinarily clear as to the right of the beneficiary 
or the corporation to términate the trustee-equitable owner relationship and legally 
change the position of the patron from that of beneficial owner back again to that 
of a creditor, who is entitled to receive cash in the redemption or purchase of his 
trust-capital investment. Redeemable revolving invested capital differs from per- 
manent stock capital in that the parties intend that it shall remain as corporate 
capital only for an appropriate revolving period and not for the life of the 
corporation. 


ALLOCATION oF PatronacE Net MarcIns 


Another method of securing capital by cooperatives is for the corporation to 
retain a portion of the patronage net margins and give a book credit and notice 
thereof to the respective patron members. This legally establishes the amount ow- 
ing by the corporation to the patron, but it does not give the patron any corporate 
security which can be readily sold or pledged. 

This practice has been widely designated, both in Canada and this country, as 
the “allocation” of patronage net margins. Some persons contend that allocation is 
merely a unilateral act and is completed when the cooperative makes the compu- 
tation and the proper entry upon the corporate books without notice thereof to the 
patron. This, however, does not appear to be a complete allocation. Notice to 
the creditor of the amount owing to him is necessary before he can report for 
tax purposes the amount of the credit which the corporation has entered in his 
favor, and which he can forthwith demand from it unless by a voluntary agreement 
he makes a term or determinable loan to, or invests with, or agrees to create a trust 
in such funds retained by, the cooperative. 

A leading case in this country which emphasizes the distribution of patronage 
net margins for tax purposes by “allocation” is San Joaguin Valley Poultry Pro- 
ducers Association v. Commissioner*® In this case the board of directors, under 
a previous statutory and contract obligation to pay patronage net margins ulti- 
mately to members, had established three capital reserves; (1) for overpayment, 
(2) for security of membership fund, and (3) for zoning hazards. 

The court held that the marketing cooperative was of an agency-trust type and 
said: 

Petitioner never pretended to be the owner of these sums, but, as required by its 
by-laws, ‘pro-rated’ and credited them to its members. The fact that the sums were 


not payable to the members on demand, or at any fixed time, does not alter the fact 
that they were their property and not petitioner’s. Petitioner held them, not as owner, 


“87d. at 1107. 
** 136 F. 2d 382 (C.C.A. oth 1943). 
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but as agent or trustee for the members. Bogardus v. Santa Ana Walnut Growers 
Ass’n, supra. Since none of the sums ever belonged to petitioner, they could not be, 
and were not, income of petitioner.44 

The above decision does not determine to what extent the relationship is one 
of principal and agent or one of trustee and cestui, or whether it was one of agency 
plus trust in the patronage net margins. It does not determine at what point of 
time the loan ceases to be a demand loan and becomes a capital loan payable at 
some determinable future time to the principal, nor when the patron may compel 
such an accounting and payment. If a trustee-beneficiary relation for certain in- 
dicated purposes arises, this case does not indicate when and how the trust may 
be terminated and the equitable owner may secure the funds. The parties may 
and should clearly contract with each other regarding these important matters. 

The court decided that the undistributed patronage proceeds appearing in the 
designated reserves were not the income of the corporation. It does not, however, 
appear that “allocation” was constructive payment to each patron, since the sum 
was not clearly exigible by him on demand, or at a determinable future time, and 
he was not given a transferable or pledgeable note or certificate of capital or trust 
investment. 

If it be true, as appears from this decision, that a legal situation may be 
created such that for some years the annual net proceeds of sales are not taxable 
either to the cooperative or to the patron, this is a situation which ought to be cor- 
rected voluntarily by the cooperatives. 

It is a simple and honest thing to issue a cooperative note or investment security 
against “patronage net margins” annually so that income which is not taxable to the 
cooperative will be constructively received by the patron and will, therefore, be tax- 
able to him, and so regarded by him. This simply means that, if cooperatives are 
to put their own houses in satisfactory order regarding the collecting and remitting 
transactions, allocation, including notice thereof, is not enough. The cooperative 
should make constructive payment of annual patronage net margins by the issuance 
of a corporate certificate of indebtedness or some form of capital security to convert 
retained patronage margins into an interim loan or investment or trust capital in 
the corporation; or pay in cash upon demand of the patron. Loan capital, if exigible 
on demand, should be subject to withdrawal safeguards to insure the financial 
stability of the cooperative.*® 


Patronace Net Marcins SuscePTisLteE OF ALLOCATION 


Unfortunately, a few cooperatives have accumulated a capital fund, usually under 
the heading of “contingent reserve” or some similar designation, without issuing 
any preferred stock or hybrid security to their patrons and without making com- 
plete allocation of the fund or an agreement as to time of payment in cash. These 

“41d. at 385. 


“® Rhodes v. Little Falls Dairy Co., Inc., 245 N.Y.S. 432; see also Texas Certified Cottonseed 
Breeders’ Ass’n v. Aldridge, 122 Tex. 464, 61 S.W. 2d 79 (1933). 
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cooperatives have simply retained for capital uses the final payment due from ac- 
cumulated net proceeds of sales without even bothering to compute the prorated 
amounts due to the patrons following the close of the fiscal year. 

The United States Tax Court in the very liberal memorandum decision of 
Milk Producers Association of Central California v. Commissioner*® held, in 1943, 
that even without allocation, where accurate and complete records were kept, from 
which each patron’s pro rata interest in net margins could be allocated, and where 
the cooperative was obligated to operate at cost and ultimately pay patronage net 
margins to its patrons, no taxable income accrued to the cooperative. 

The Tax Court, relying upon the reasoning in the San Joaquin case, held that it 
was immaterial that allocation had not been made. The court said: 


The amounts in question were credited to the general retains account in terms of dollars 
and cents, and accurate records were kept for each member, showing the amount of 
butterfat delivered by each member, to the corporation. Therefore, it required only 
a mathematical computation to determine at any time the interest of each individual 
member of the General Retains Account. The liability to the members was present and 
existing, and the method adopted by the petitioner to show that liability on its books 
could in no way, nor, in fact, did it in any way lessen the amount of that liability.47 


It will be observed that the Tax Court analyzes the relationship as that of a 
trustee-agent-debtor to his beneficiary-principal-creditor. It mentions “the interest of 
each individual member in the retains account” without elaborating upon the re- 
mitting transaction from the point of view of a trustee-berieficiary relationship. 
While the court did decide that the corporation did not have income for tax pur- 
poses, it is a practical impossibility to. regard this situation as one of factual construc- 
tive payment to the patron who was not even aware of the amount of patronage 
net margins due to him. Again, criticism of incomplete accounting and remitting 
seems justified unless annual income is made clearly taxable to someone, either to 
the cooperative or to the patron. The situation of net patron refunds only suscep- 
tible of allocation is, therefore, unsatisfactory and should be scrupulously avoided. 


ConcLUSION 


The foregoing discussion and citations fully support Mr. Stokdyk in his con- 
clusion that the methods of converting retained patrons’ funds into loan or invested 
capital of agricultural cooperatives are confused and unsatisfactory. It is the law- 
yers, accountants, managers, officers, and directors who must cooperate together to 
bring order, harmony, and clarity out of this confused situation. If the directors 
will retain and adequately compensate competent cooperative lawyers, and if law- 
yers and accountants will cooperate and work together to enact proper by-laws 
and establish proper practices, then patrons’ net proceeds of sales and savings can 
be converted into revolving-fund capital in such a manner as not to lay cooperatives 


“°P-H 1944 TC Mem. Dec. Serv. {[44, 227. 
$* Ibid, 
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open to the justifiable criticism that annual income is being accumulated which 
is not legally taxable to the cooperative nor its patrons. 

It may take considerable time to induce the great preponderance of cooperatives 
to pay in cash or to issue to their patrons promptly after the close of each fiscal 
year preferred stock or revolving-capital certificates or trust-capital certificates of 
such nature that the patron will readily realize that he has received constructive 
payment of the patronage net margins due him from the previous year’s business. 
Actual or constructive payment of annual net proceeds of sales should be clearly 
spelled out in the by-laws and also in the marketing contracts. 

The difficulties inherent in this undertaking should not deter anyone from 
working diligently toward the desired goal. The current criticisms should spur 
all cooperative officers and professional advisors to eager action. This poses a 
monumental task. But once the duty is clearly seen, the agricultural cooperators 
of America can and will simplify, clarify, and standardize their accounting and 
remitting transactions. In this program cooperators must learn to lean. heavily 
upon those who can give needed professional advice and assistance. 











REORGANIZING AND FINANCING AGRICULTURAL 
COOPERATIVES 


Joun E. Ewam* 


For a cooperative corporation to attain any degree of success in fulfilling its 
economic purposes, it must be more responsive to the will of the individuals who 
compose it than would necessarily be true of an ordinary commercial corporation.* 
The nature of the structure of a cooperative requires this. A cooperative is not only 
a legal personality, but also an association of its members.? The articles of incor- 
poration, by-laws, and member-corporate contracts are the framework upon which a 
cooperative corporation is built. Those documents include not only matters which 
are necessary to comply with the law under which the corporation is chartered, but 
also an expression of the corporate purpose of the members who compose it. 

The cooperative appears as an anomaly to those who examine it only cursorily. 
The fact that it is incorporated to operate on a non-profit basis leads some to believe 
that its members do not believe in the profit motive. Nothing could be farther 
from the truth. The persons who compose cooperatives are associated to make 
their own efforts more profitable. Farmer members of cooperatives are true entre- 
preneurs. The cooperative, which itself is non-profit, is an agent or instrumentality 
by which the farmer enhances his individual income. In certain phases of the 
business cycle, it might be more proper to say that it is the instrument by which 
he fights for existence. The fact that the cooperative makes a market for the 
farmer’s product, and the additional margin he can acquire through the use of. his 
cooperative, can mean the difference between survival or failure. 

Statutes which authorize the formation of cooperative corporations as distin- 
guished from general commercial corporations are of comparatively recent origin. 
Usually such acts have not been in existence for more than forty years, and many 
of them were placed on the statute books in the Twenties. 

Most of the acts relate to the formation of farmer cooperatives for the purpose 
of enabling farmers to associate together in the marketing of farm products, the 
purchasing of farm supplies, and the furnishing of farm business services. The 
legislatures recognized the plight of farmers and the economic need which drove 
them to organize cooperative associations and societies. 


LL.B. University of Omaha Law School. Attorney for Farm Credit Administration. Assigned to 
Omaha Bank for Cooperatives since 1934. Vice-President from Midwest District of the Credit Union 
National Association. 

*See RayMonp W. MILLER, THE PLAce oF THE FarM CooPERATIVE CORPORATION IN A DEMOCRACY 
(American Institute of Cooperation, 1947). 

*State ex rel. Arn v. Consumers Co-operative Ass’n, 163 Kan. 324, 183 P. 2d 423 (1947). 

* “Co-operative marketing associations . . . are now to be found .. . in every section of the 
country. Their origin and growth are unquestionably founded upon a pressing economic necessity.” 
Warren v. Alabama Farm Bureau Cotton Ass'n, 213 Ala. 61, 65, 104 So. 264, 267 (1925). 
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In the main, an excellent job has been done in providing basic legislation for the 
formation and operation of cooperatives to serve the needs of their members. The 
same thing cannot be said regarding the drafting of corporate papers of many of 
the cooperatives formed under such laws. When cooperatives were first formed, 
much of formal organization was omitted, to be improvised as required. The 
members developed practices to fit the needs of the times. 

Many of the early cooperative articles and by-laws contained some very unco- 
operative provisions regarding comparative treatment of members and non-mem- 
bers. Many early cooperatives were organized and operated in such a manner 
that the members made a profit on non-member business. The members were 
mixing their own capitalistic views into the non-profit cooperative, and confusing 
compulsion with education. Equitably, the non-member should be required to 
put up his share of the capital needed by the corporation, but it is inequitable to 
discriminate between member and non-member business in the refunding of net 
patronage margins in a true cooperative. 


Tue NEeEep For REORGANIZATION 


The need for reorganization of perhaps the majority of the agricultural coopera- 
tives formed under the cooperative marketing acts, whether organized with capital 
stock or on a membership basis without capital stock, is perhaps something that 
is to be expected in the normal course of events, It has been asserted that reorganiza- 
tion is a normal phase in the life of ordinary corporations. Very few commercial 
corporations are operating with the same type of capital structure they had fifty 
or seventy-five years ago. 

The reasons for reorganization of cooperatives are varied. A common reason 
is inadequate capitalization. Cooperatives performing a useful purpose and ful- 
filling an economic need are not likely to fail. They partake of the character and 
personality of their members, and are in effect the agents of their members.5 Only 
a portion of the farmer’s capital is invested in this off-the-farm. business service, 
and it is usually found that the service rendered in providing a market or purchas- 
ing supplies, even at an occasional loss, is worth more to the individual farmer over 
a period of a very few years than his investment in the enterprise. This does not 
minimize the necessity for reckoning with the capital investment, but it does pro- 
vide a clue to the tenacity of a cooperative, even in times of adversity.® 

The inadequacy of legal structure is another important reason why cooperatives 
have needed reorganization. The law evolves from commercial practices which are 
proved sound by experience. It was not strange, therefore, that lawyers unfamiliar 
with this new type of business unit generally were unable to express in corporate 
papers a proper framework for the operation of the cooperative corporation. A 
few lawyers who made a study of the subject did an admirable job. But farm lead- 

“15 WitttaM MEADE FLETCHER, CyCLOPEDIA OF THE LAW OF PrivATE CorPorRATIONS §7200 (Perm. ed. 
1938). 


® Yakima Fruit Growers Ass’n v. Henneford, 182 Wash. 437, 47 P. 2d 831 (1935). 
*See Miller and Jensen, Failures of Farmers’ Cooperatives, 25 Harv. Bus. Rev. 213 (1947). 
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ers in the cooperative system have overlooked the necessity of appealing to the 
legal profession to become better acquainted with this comparatively new type of 
corporation. 

Many of the early cooperatives in the Midwest were formed on a stock basis. 
In the Intermountain and Pacific areas, non-stock membership cooperatives pre- 
dominated. Ownership of capital stock accomplished two purposes. It separated 
the members from the non-members, and provided a means of furnishing capital 
with which the corporation could function. One common determinative of the co- 
operative character of a corporation is the necessity of doing more business with 
members than with non-members.’ 

The major difficulty experienced ,with cooperatives organized with capital stock 
is to limit ownership of the stock to current patrons of the cooperative. Another 
difficulty arises regarding the retirement of the stock of persons who cease to be 
farmers, or who move away or otherwise become ineligible as stockholders and 
uninterested in the success or failure of the enterprise. 

The failure to retire one $100 share of capital stock upon the removal of the 
owner from the community may seem unimportant. With the passage of time, 
several other owners move away, and this may occur when heavy inventories call 
for maximum use of cash funds, and the retirement of such stock might impair the 
operating functions of the organization. 

Also, upon the retirement of the stock, the management should make sales of 
stock to new patrons who have moved into the community. .Many reasons are 
found (the managing officers being human) for failure to solicit new patrons to 
purchase stock. A common excuse is that pushing the sale of stock after the co- 
operative is well established indicates that the cooperative is financially weak. 

By the time it becomes important to do something about it, the amount of 
stock to be retired has reached sizable proportions. When this condition exists, 
the board of directors and the manager are fearful of starting a stock retirement 
plan, advancing as a reason that current patron members with more than one share 
will importune them to retire their so-called excess shares. 

The life cycle of a patron member alone demonstrates the necessity of including 
in the corporate structure a method of retiring the capital interests of those persons 
who are no longer able to avail themselves of the services of the cooperative. Many 
cooperatives have recognized half of the problem, by including in the articles and 
by-laws provisions to the effect that no patronage refunds shall be paid to a new 
patron in cash until he has first applied for membership (or purchase of a share) 
and has either paid for it or agreed that patronage refunds shall be applied towards 
the purchase until a full membership or share of stock has been acquired. In going 
thus far, they leave unsolved the problem of retiring the membership shares or other 
capital equities of those leaving the membership. This frequent deficiency, exist- 


™Sce the various state statutes, and also: Capper-Volstead Act, 42 Stat. 388 (1922), 7 U.S.C. §§291, 
292 (1940); L. S. Hutsert, Lecat PHases or CoopEerATIVE ASSOCIATIONS 171, 375 (FARM CrepiT AD- 
MINISTRATION, UNITED STATES DEPARTMENT OF AGRICULTURE, BULL. No. 50, 1942). 
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ing over a period of time, creates one important need for a general overhaul of the 
corporate structure. 

There are a number of other implications of the failure to have the capital invest- 
ment owned by current farmer patrons. The necessity of doing more than 50 per 
cent of the business with members, the necessity of having the voting media in the 
hands of current patrons in order to borrow from a bank for cooperatives,® and 
compliance with the Internal Revenue Code and Regulations,® are in themselves 
sufficient reasons. However, the all-important basic reason is that a cooperative exists 
only for the purpose of performing service for those who use it, and such persons 
are the ones who should finance its operations. It is highly important that an exam- 
ination be made of the articles of incorporation and by-laws, in as much as many 
cooperatives have, by act of the directors, established revolving funds, without au- 
thority under the corporate papers. By withholding net margins without authority, 
they may change their position under the Internal Revenue Code and Regulations, 
thus subjecting. themselves to additional tax liability, if they have not included in the 
corporate documents a mandatory obligation to allocate patronage refunds and to 
account therefor.!° 


Type oF CAPITAL 


Fluctuation of capital requirements—the need for additional and more efficient 
facilities as well as additional working capital—poses a problem for cooperatives as 
for other businesses. Capital stock with a par value does not permit much flexi- 
bility for a cooperative which desires to receive its capital from its members in the 
exact proportions in which the members do business through the organization. 
When the cooperative has been in existence a number of years, handling com- 
modities for its patrons in the community overshadows the complicated calculations 
necessary to adjust stock ownership to volume of business. Such problems call for 
a structure in which the voting medium that determines the difference between 
members and non-members is at a small par value and the remainder of the capi- 
tal is represented in some other form of a more flexible nature. 

To those desiring to use capital stock throughout, where that is feasible under 
the state statutes, common voting stock may be issued in units of ten dollars or 
twenty-five dollars par and the remainder of capital may be represented by non- 
voting preferred stock. Subject to the requirements of state laws it is suggested that 
the preferred stock have a par value of one dollar, so that shares can be issued in 
any amount. If the non-stock membership type of corporation is desired, the price of 
the memberships can be small and comparable to common stock, and the remainder 
of the capital can be represented by certificates of equity or certificates of participa- 
tion or some similar evidence of capital investment. A third method is the use of 

®46 Srat. 11, 13 (1929), as amended, 12 U.S.C. §§1141, 1141¢ (1940). 

° United States Bureau of Internal Revenue, Reg. No. 103, Income Tax, §19.101(12)-1. HULBERT, 


op. cit. supra note 7, at 250. 
20 HULBERT, Op. cit. supra note 7, at 265, 269 and cases cited. 
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capital stock for membership purposes, and certificates of equity or participation for 
the bulk of the capital requirements. 

The important feature of any of these capital structures is the allocation each 
year of the net margins, and the use of the cash funds for the purpose not of pay- 
ing a cash patronage refund in the current year, but of building up an adequate 
amount of capital and thereafter retiring the allocations made in previous years, 
the oldest outstanding allocations to be retired first. By this plan, each patron pro- 
vides capital funds in accordance with the use he makes of the cooperative.’ 

In certain cases, where fixed assets have been acquired at admittedly high prices 
or there has been an unusual business expansion, it may appear probable that net 
margins in the future will not be earned in the same proportion to investment in 
fixed assets as in the past. In these cases, there may be need for so-called fixed or 
permanent capital. This may be evidenced by preferred stock with a fixed interest 
rate (cumulative or non-cumulative), to be retired at the discretion of the board 
of directors. This feature can be included in the articles of incorporation along 
with a revolving fund, but the state statutes should be consulted to determine 
whether there is authority for such an arrangement. 

Contrary to general belief, allocation of net margins of the patrons at the end of 
the year, notice to patrons of the amount determined, and the withholding of such 
patronage refunds in the capital structure of the organization are not actions taken 
to avoid income taxes. The real purpose is to capitalize the corporation in accord- 
ance with cooperative philosophy on the exact basis of use by the patron members. 
The fact that one farmer has a considerable volume to market in one year and less 
in a subsequent year makes it impractical to attempt to adjust the capital investment 
entirely by the use of capital stock. 

This has brought about, by an evolutionary process, what is known as the 
revolving-fund type of cooperative. The explanation for this type of capital struc- 
ture and forms for its organization may be found in a number of publications.!? 

Congress, in Section 101 of the Internal Revenue Code,’* has provided an 
exemption for farmer cooperatives meeting the requirements of the Code and 
Regulations. The Bureau of Internal Revenue has permitted bona fide farmer 
cooperatives to exclude from taxable income net refunds allocated or paid on a 
patronage basis in pursuance of a mandatory obligation to do so. The Bureau has 
permitted organizations other than farmer cooperatives to do the same thing where 
such organizations were likewise under a mandatory obligation to make such 
patronage refunds.1* This is a logical result of strict adherence to cooperative 


417d. at 276. 
23 See Frank Evans anp E. A. StoxpyK, THE Law oF AGRICULTURAL COOPERATIVE MARKETING 174, 


426, 489 (1937); HuLseErt, op. cit. supra note 7, at 402; S. D. SANDERS, OrGANIZING A Farmers’ Co- 
OPERATIVE (FARM CreEDIT ADMINISTRATION, UNITED STATES DEPARTMENT OF AGRICULTURE, CIRCULAR No. 
C-108, 1938) (revised in 1945). 

4853 Stat. 876 (1929), 26 U.S.C. §101(12) (1940). 

** Uniform Printing and Supply Co. v. Comm’r, 88 F. 2d 75 (C.C.A. 7th 1937); In re General 
Film Corporation, 274 Fed. 903 (C.C.A. 2d 1921); Appeal of Paducah & Illinois R. R., 2 B.T.A. roorz 
(1925). But see Cleveland Shopping News Co. v. Routzahn, 89 F. 2d 902 (C.C.A. 6th 1937). 
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principles. The cooperative is the tool or the agent of the farmer.!5 The addition- 
al income, if any, resulting from patronage refunds is his, and it is so treated for 
income-tax purposes. From the standpoint of reorganization, this is only an 
incident to the greater and more important principle of capitalization of the co- 
operative on the basis of use. 

The laws of Iowa, prior to 1935, permitted the organization of stock and non- 
stock cooperatives. In that year the legislature adopted a new statute which ex- 
pressly permits operation of cooperatives on a revolving-fund basis.1*° The Bureau 
of Internal Revenue has specifically recognized this revolving-fund type of organi- 
zation in authorizing the exclusion from taxable income of sums allocated to the 
member-patrons’ accounts.!7 


METHOD oF REORGANIZATION 


Many directors and officers of cooperative associations have reached the con- 
clusion that the revolving-fund type of capital is the most equitable method so 
far devised for handling the capital structure. To change a cooperative which 
has been operating on a capital-stock basis to the revolving-fund method in such 
a way as to keep the interested parties fully aware of what is taking place requires 
considerable time and a number of meetings. 

The board of directors and the manager should have a special meeting, free 
from the routine business of the corporation, to discuss fully the effect of such a 
change. There should be available at such a meeting a set of articles of incorpora- 
tion and by-laws in general form outlining the method of operation on a revolving- 
fund basis.!® The cooperative’s attorney should be fully acquainted with its pro- 
posed plan. The directors should likewise consult with the cooperative’s auditor. 

If the directors vote to proceed, the value of the assets of the cooperative should 
be considered. If a review of the situation indicates that members’ equities should 
be revised or revalued at the time of reorganization to preserve their relative 
position, a committee should be appointed to value the assets. On such a com- 
mittee there ought to be a representative of the board of directors and a representa- 
tive of members or stockholders who is not on the board of directors. It is help- 
ful if an outside appraiser or accountant is available to serve on the committee. 
A careful valuation of all the fixed assets, inventories, accounts receivable, and any 
other assets should be made. 

On the basis of this appraisal, the value of the present capital equities can be 
determined. If the corporation has a deficit, it can be determined whether this 
should be recognized in the reorganization and the par value of the stock lowered. 
If the corporation has only normal and reasonable reserves, it is undoubtedly 

45 Burley Tobacco Society v. Gillaspy, 51 Ind. App. 583, 100 N. E. 89 (1912); Bowles v. Inland 
Empire Dairy Ass’n, 53 F. Supp. 210 (N. D. Wash. 1943). 

2° Towa Cope, c. 499 (1946). 

27 Bureau of Internal Revenue, Cum. Butt. 1938-2, p. 127. 


1® Some years ago the Cooperative Research and Service Division of the Farm Credit Administration, 
Washington, D. C., had available certain charts showing graphically how a revolving fund operates. 
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advisable to permit them to remain and the stock or membership to be exchanged 
at par. If, as sometimes occurs, there is an unusually large surplus or reserve which 
really belongs to the members or stockholders and is not allocated, it is necessary 
to recognize this and to provide that a portion of it be allocated in the reorganized 
corporation as a capital equity to be paid out prior to the retirement in cash of any 
subsequent net margins on a revolving-fund basis. Such a fund can be pooled 
with the excess shares, to which reference is later made. 

The valuations which have been arrived at can then be submitted to the 
stockholders or members at the meetings hereinafter mentioned. The directors 
and managing officers have a fiduciary relationship to the stockholders, and it is 
their duty to disclose all facts known to them bearing on the value of the stock or 
other capital equities. A failure to do this may subject the corporation to liability 
for damages.!® 

When it has been determined to go forward with the plan, arrangements should 
be tentatively made for two meetings of the stockholders or members. Any at- 
tempt to make such a change at one stockholders’ meeting is likely to create dis- 
trust or ill-feeling because of lack of understanding. It is almost too much to ex- 
pect that a group will hear an explanation of such changes, listen to a reading of 
articles and by-laws, engage in a period of discussion, and be ready to vote at one 
meeting. 

The first meeting, formal notice of which should be given ‘to all members and 
stockholders, should be held for the purpose of informally presenting the problems 
of reorganization. This permits adequate presentation and discussion. No tension 
is created, as any vote taken is entirely informal. After the matter has been fully 
discussed, an informal vote can be taken to determine whether the voting members 
desire to proceed. If the vote is in the negative, no harm has been done and the 
matter can be dropped. 

If the vote is in the affirmative, plans can then be made for a second and formal 
meeting thirty or sixty days later. The interim period permits the drafting of 
amended and substitute articles of incorporation and by-laws in final form. It 
allows a full discussion by stockholders or members of points concerning the re- 
organization which may not have occurred to them at the first meeting, or which 
may not have been discussed. 

In drafting new articles and by-laws, no insurmountable problems should arise 
as to the rights of minority stockholders or members of a cooperative corporation, 
so long as the general scope and purposes of the corporation are not changed and 
stockholders or members are dealt with equitably.2° The cooperative’s methods 
of operation should, if possible, be stated with greater precision than in the original 
documents. The state statutes should, of course, be consulted as to the procedure 


2° Snyder v. Colwell Cooperative Grain Exchange, 231 Iowa 1210, 3 N.W. 2d 507 (1942). 
*°De Mello et al v. Dairyman’s Cooperative Creamery, 167 P. 2d 226 (Cal. App. 1946); Reinert 
v. California Almond Growers Exchange, 9 Cal. 2d 181, 63 P. 2d 1114, 70 P. 2d 190 (1937). 
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for amending the articles of incorporation and by-laws.?1 

Upon the holding of the second and final meeting, at which a formal vote is 
to be taken, it is possible in some instances under state statutes and articles of 
incorporation and by-laws relating to amendments to obtain votes by mail or by 
ballot from those who are unable to attend the meeting. The board of directors, 
the manager, and, in many instances, a special reorganization committee should 
attempt to acquaint all members with the plans prior to the holding of the final 
meeting. The vote at that meeting will thus be the expression of the entire 
membership. 

Upon adoption of the amended articles of incorporation and by-laws, and after 
filing in accordance with the appropriate state laws, there should be a sustained 
program to exchange the shares or memberships held under the prior corporate 
documents for the new instruments to be issued under the reorganization, until 
the complete change-over has been made. 

The investor who puts money into an ordinary commercial corporation usually 
has only one motive: that is, as high a return as possible on his investment, tem- 
pered by the service the corporation renders to the public, fair treatment of 
employees, and similar matters. It is entirely in keeping with American ideals to 
strive for this high return. This is not inconsistent with the motive of a farmer 
in capitalizing his own cooperative corporation. However, his yield is received in 
a different manner. He invests his capital to perform a service. The investment 
furnishes plant, equipment, and working capital. He limits his return on capital 
and specifies that the remainder shall be paid to him on the basis of his use of 
the cooperative. 

In many reorganizations, the patrons are limited to ownership of one share.. 
In order to prevent dissipation of the capital in the reorganization, the equity 
represented by the excess shares of patron-members and shares owned by ineligible 
persons is evidenced by certificates of participation or certificates of equity. It is 
then provided under the new corporate papers that net savings each year will be 
allocated on the books to the patrons and that they will be notified of the allocation. 
The funds are withheld and used to retire the certificates issued for the excess 
shares of stock. Ultimately the certificates of equity or participation are retired in 
full, and the capital of the corporation is represented by shares or memberships 
heid by the patron-members and revolving-fund certificates or credits issued for 
patronage earnings, plus such reserves or surpluses as have been established. 

It will be readily seen that this is a fair method of capitalizing a cooperative 
corporation. Very few such corporations are large enough for their stock to have a 


*1 This article is confined to the reorganization of a cooperative type of corporation, which is already 
organized under some state statute which permits the formation of a cooperative corporation. It is 
not intended to include the subject of converting a private profit corporation into a cooperative cor- 
poration. In such a conversion more difficulties may be encountered concerning the rights of minority 
stockholders. This is not to say, however, that such a change cannot be accomplished. Cf. Hueftle v. 
The Farmers Elevator, 145 Neb. 424, 16 N.W. 2d. 855 (1944); 7 WiLtIaM MEADE FLETCHER, CycLo- 
PEDIA OF THE Law oF PrivaTE CorroraTions §3684 (Perm. ed. 1938). 











428 Law AND CoNnTEMPORARY PROBLEMS 


market value. The persons who cease to be eligible, or who for other reasons no 
longer have use for a share in the ordinary stock cooperative, have no practical 
method of disposing of their stock, and, of course, properly are unable to withdraw 
their capital stock from the corporation at their demand. Under the revolving- 
fund plan, the current patrons capitalize the corporation, and the persons who 
cease to use it are gradually paid out. This is accomplished in a manner which 
will not deprive the corporation of needed capital nor impair its operations. 


FINANCING COOPERATIVES 


In many respects, cooperative organizations are in the same position as ordinary 
corporations with regard to financing their operations. The financing of plant 
and equipment and the attraction of long-term operating capital create problems 
for any organization. Commercial banks are naturally restricted in these fields 
because the funds which they lend are usually demand deposits. 

Large corporations, whether of the ordinary commercial or cooperative type, 
can use bond issues and debentures. This is usually not feasible for relatively small 
organizations. Congress recognized this deficiency and in 1932 established the 
Reconstruction Finance Corporation, by which medium-sized and smaller corpora- 
tions may finance their operations through commercial banks. 

The special needs of cooperative corporations were recognized, also, by the 
establishment in 1933 of one central and twelve regional Banks for Cooperatives, 
expressly to finance farmer cooperative associations engaged in marketing farm 
products, purchasing farm supplies, or providing farm business services.2? To 
be eligible for financing by the Banks for Cooperatives, the associations must meet 
certain requirements.”® 

Generally speaking, these loans are made on a regular banking basis, the co- 
operative association, from a credit standpoint, faring no better and no worse 
than would another corporation. It is one of the established rules of the Farm 
Credit Administration, under which these banks operate, that the loan must be 
made directly to the cooperative. The policy is not to require directors or other 
individuals to endorse or guarantee the indebtedness of the cooperative association. 

Loans for plant and other physical facilities are limited by law to an amount not 
exceeding 60 per cent of the fair value of the security. Thus the members or 
stockholders must have at least 40 per cent of the funds invested in plant and 
equipment. Operating capital loans are made on a basis which depends upon 
the operations of the organization. If the cooperative has inventories which it can 
legally pledge, it may be entitled to a larger loan than a cooperative which operates 
on a commission basis and has only a stated amount per unit to cover operating 
expenses and retirement of indebtedness. 

The collective action of the members of a cooperative association, in forming 
and operating the organization, has some credit value if a sufficient number of mem- 


#948 Stat. 257 (1933), 12 U.S.C. §1134 (1940). 
#* 46 Stat. 14, 18 (1929), 12 U.S.C. §§1141¢, 1141] (1940). 
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bers belong and there is assurance of a sufficient volume to indicate successful 
operations. Some cooperative organizations obtain marketing agreements from 
their members, and the statutes of many states authorize such agreements. The 
use of such marketing agreements creates greater certainty of volume.?+ 

There is additional assurance of membership support, volume, and financial 
stability when the members have subscribed a large portion of the original capital. 
The revolving-fund type of corporate structure lends further stability in as much 
as it provides a steady source of capital funds for the organization. 

Many cooperative organizations which have reached financial independence for 
ordinary operations continue to borrow during peak periods. It is uneconomic 
to build up and retain in the cooperative association a pool of funds to finance 
all needs, including peak operations, since this requires a sizable portion of the 
funds to remain idle the greater part of the year. The rotation or revolving of 
capital equities, considered in connection with an adequate borrowing program, 
permits adequate flexibility to meet the corporate needs throughout the fiscal year. 


FLexisBitiry oF OPERATION 


Considerable flexibility is permitted by use of the revolving capital plan. During 
periods of high inventories or high-priced inventories, it is possible to slow down 
the retirement of the oldest outstanding revolviag-fund certificates and thus retain 
additional capital, When inventories are lower and cash capital needs are less, 
funds may be used by the board of directors to retire additional such certificates. 

The legal effect of such a plan is that the patron, having been notified of his 
equity in the revolving fund, has, under the contractual obligations of the articles 
of incorporation and by-laws, acquiesced in his constructive receipt of the funds 
and has in turn authorized-the board of directors to invest such sums in the capital 
of the corporation. The cooperative allocates such sums to the patrons by years, and 
when funds are not needed for the functioning of the cooperative they are used 
by the board of directors to retire the oldest outstanding revolving-fund certificates 
or credits by years. The corporate papers should authorize the payment of patrons’ 
allocations in full or on a pro rata basis, by years, thus allowing the corporation to 
retire the certificates for a portion of a year. This is advisable because of the fluc- 
tuating net margins which a cooperative may retain due to price cycles and varia- 
tions in volume. 

Observation of several hundred cooperatives which have been reorganized shows 
an additional benefit which had not been expected. A great many new members 
were obtained and the volume of business increased materially. This may have 
been because the community was not fully aware of the benefits of the coopera- 
tive, and the reorganization acquainted more prospective patrons in the community 


% A discussion of this subject will be found in Evans anp Sroxpyk, op. cit. supra note 12, c. IV; 
IsraeL Packet, THE Law OF THE ORGANIZATION AND OPERATION OF COOPERATIVES 130, 153 (2d ed. 


1947); and Huisert, op. cit. supra note 7, at 115. 
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with the benefits secured by patronizing the cooperative. In effect, the reorgani- 
zation has been an educational campaign. 

One farm editor, in making general observations with respect to cooperatives 
that had been in existence for a great many years, stated that they were suffering 
from “dry rot.” A reorganization retiring the capital of non-patrons in an equi- 
table manner, and again placing the cooperative in the hands of active patrons, 
is akin to trimming the dead limbs of a tree and permitting the healthy growth 
and expansion which should normally follow. 











THE EFFECTS OF COOPERATION ON 
THE PROFIT ECONOMY 


Georce W. Srarr* 


I 


Corporate and business profits are significant sources of tax revenues of the 
Federal Government. Such taxes also constitute an important expense for business 
firms paying them.’ Complete or partial freedom from the payment of corporation 
income taxes has long been a substantial competitive advantage to cooperatives, as 
has been demonstrated by their phenomenal growth.” As a group cooperatives have 
attempted to justify tax exemption on the theory that the cooperative method of 
doing business does not give rise to net income or net profit: since there is neither 

_ met income nor net profit there is no base on which to levy an income tax.’ 


* B.Sc. 1921, M.Sc. 1924, Ohio State University. Professor of Business Research and Director of the 
Bureau of Business Research, Indiana University, since 1927. Author, (with Mark C. Mills) Reapincs 
IN TAXATION AND PusLic FINANCE (1931). Consultant for the National Tax Equality Association, Chicago. 

* Theoretical calculations based on the distribution of corporate earnings in 1946 indicate a federal 
income tax liability for a net profit before taxes of $100,000 to be approximately the following for 
each type of business organization: 

Individual proprietorshp $63,954 

Partnership (two individuals) $50,958 

Corporation $43,890 

It is assumed that the recipients of corporate dividends paid $5,890 of the total tax of $43,890 
credited to the corporation. 

* Homer E. Marsu, THE Facts 1n THE MATTER 34 (1947). Mr. "Marsh estimates the 1946 volume 
of cooperative business to have been $12,960,185,000. 

_* At the Hearings before the House Ways and Means Committee, November 10-26, 1947; the fol- 
lowing witnesses on behalf of the cooperatives made these observations. 

Mr. Wilfrid E. Rumble, counsel for the National Cooperative Milk Producers Federation and Na- 
tional Federation of Grain Cooperatives: 

The cooperatives answer that a cooperative association is bound by a preexisting contractual obli- 
gation to return to its patrons on a patronage basis the entire net proceeds of its operations, less the 
amount payable on capital stock and the amount set aside for reserves; that such payment in the case 
of marketing cooperatives represents the final payment on the price the patron is entitled to receive 
for his products, and in the case of purchasing cooperatives these payments represent a reduction in 
cost to the patron of the goods purchased by him through the associaton, and that at no time does 
any part of such net proceeds belong to the cooperative association except that earned on the business 
of patrons to whom there is no such obligation, which does belong to the cooperative and is subject 
to tax. Hearings before the House Ways and Means Committee on Proposed Revisions of the Internal 
Revenue Code, Pt. 4, 80th Cong., 1st Sess. 2113 (1947). 

Mr. Karl D. Loos, counsel for National Council of Farmer Cooperatives, National Association of 
Cooperatives, National Cooperative Milk Producers Federation and National Federation of Grain 
Cooperatives: 

The receipts of a farmer cooperative are, in reality, income to its members, and it is the members 
who are therefore liable for the payment of income taxes. Many corporations, furthermore, pay no 
income tax because, like the cooperatives, they have no income. In the 10-year period ending with 
1944, an average of 226,000 corporations paid taxes. An average of 236,000 paid no taxes because 
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If cooperatives are profitless businesses in an economic sense, it must follow that 
they are riskless businesses. What happens to the risks in cooperative ventures 
must therefore be explained. Perhaps we may throw some light on these questions 
if we examine the nature of profits in our economy. 

Profit exists in our economy because of uncertainty, and uncertainty exists with 
respect to everything in the future. Were the future an open book to everyone, 
there could be no profit. All business would be transacted at cost. Although 
profit-taking is popularly associated with risk, in a strictly technical sense this 
association is unwarranted. All risks may be covered in one way or another, fre- 
quently through insurance, and consequently risks become a measurable cost of 
doing business. Uncertainty which cannot be covered in any way, since it is not 
measurable, results in a profit or loss to the businessman assuming it. Individual 
uncertainties may often be combined in sufficient numbers to become effective 
certainties through the laws of chance. Life insurance is an example of making a 
certainty out of multiple uncertainties. 

The major uncertainty of business is change. If nothing changed, there could be 
no profit. What prices in certain fields will be tomorrow, next month, or next 
year; what conditions of supply and demand will be; what new processes or new 
machines will be available soon; what consumer acceptance of a product will be, 
are a few everyday examples of uncertainty in business. Profit arises from the fact 
that businessmen must contract for goods and services in advance at fixed rates— 
wages, rent, materials, etc.—and realize upon their utilization through the sale of 
the finished product. The prices of the productive services being the costs of 
production, changes in conditions give rise to profits by upsetting anticipations and 
producing a spread between the cost and the selling price. Hence the imperfect 
knowledge of the future, because of change, gives rise to profits. If all had com- 
plete knowledge of the future, competition would be perfect, and no profit would 


arise. 





they reported no net income. The corporations which paid no taxes at the same time paid total divi- 
dends averaging $280,000,000 a year. 

Cooperatives are under contractual obligation to return to their patrons everything above cost. 
These amounts constitute additional proceeds from the sale of products or adjustments in the cost 
of farm supplies. Under no possible interpretation can these sums constitute income to the coopera- 
tive because it never has the power of disposition but is obligated to pass them on to its patrons. 

Mr. Eugene L. Hensel, counsel for National Association of Cooperatives: 

Great significance attaches to the fact that the Treasury Department and the Bureau have so con- 
sistently adhered to the recognition of patronage refunds as not being income of cooperative corpora- 
tions, particularly when the obligation to make the refunds is established pursuant to a preexisting 
contract between the cooperative corporation and its patrons, executed prior to the transactions between 
the corporation and the patrons. Id. at 2618. 

Mr. Walter L. Bradley, chairman of the Committee on Accounting for Cooperatives of the American 
Institute of Accountants, and representative for the National Association of Cooperatives: 

A proprietary enterprise charges its customers a certain price for an article or for a service. The 
difference between the price charged and the cost thereof is retained by the proprietor. It enriches 
him and is a profit. It does not belong any longer to the customer nor revert to him. 

Where a cooperative carries out a similar transaction, the difference between the price charged and 
the cost does not belong to the Association, does not enrich the Association, it is at all times the property 
and profit of the patron, and, under proper cooperative procedure, it should go back to him. Id. at 2670. 
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In the everyday world in which we live, time begets change and since all 
business transactions involve time, the existence of profit must follow. The common 
practice of the payment of patronage dividends by cooperatives is a dynamic 
illustration of the existence of profits. If cooperatives had the divine gift of fore- 
telling the future infallibly and accurately they could do business at cost, and if 
all businessmen had the same supernatural gift cooperatives would have to do 
business at cost. Things being as they are, and not as they might be, cooperatives 
along with all other forms of business organizations do business on a profit basis. 

Cooperatives earn their profits in the same manner as does the ordinary cor- 
poration. The typical cooperative has an operating profit or loss at the end of 
its fiscal period which may be increased or diminished by other income or expense. 
In the conduct of its business the cooperative has bought at market prices, paid 
prevailing wages, and sold its product at standard prices. Its relations both with 
the public and with its employees have been no different from those of the ordinary 
corporation. 

At the end of the fiscal period, when other income—usually patronage divi- 
dends from overhead cooperative organizations, affiliates, or subsidiaries—has been 
added to the operating profit, a patronage dividend is declared, provided that 
funds are available for distribution after the so-called “necessary reserves” have 
been taken out. With the exception of placing funds in “necessary reserves,” this 
is much the same procedure followed by the ordinary corporation in distributing 
its profit among its stockholders. 

A question naturally arises over the distribution of the profits: To whom do the 
profits belong? In theory this question is readily answered; in practice the answer 
is somewhat more difficult. In theory the profit belongs to those whose income 
depends upon the outcome of the venture—the gain, if any, which arises from 
the risk run because of the uncertainty of the future. In a single proprietorship, 
or in the usual partnership, for example, those who have invested their funds and 
who have directed the business have usually run the risks and are entitled to the 
profit, if any. 

Under the corporate form of organization, cooperative or otherwise, the func- 
tions of management and of investment, or ownership, are usually separated. The 
manager, whose responsibility is the minimization of risk and the maximization 
of profit, is paid a fixed income, frequently unrelated to the amount of profit. 
Consequently the profit belongs to those who assume the risk, and who through 
skill or chance forecast the future more accurately than their competitors and reap 
a reward for the business in the form of a profit. Here again theory presents a 
much clearer picture of what happens-in the operation of a corporation or coopera- 
tive than does actual practice. In theory, the profit belongs to the stockholders 
in the corporation or the cooperative, since it has been their skill or fortune in 
directing the affairs of the business which has resulted in the profit. The stock- 
holders have chosen the directors, and the latter have employed the management. 
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There is this difference between the distribution of a cooperative profit and the 
distribution of the profit of the ordinary corporation: ordinary corporation profits 
are distributed among those who have invested funds in the business, and as such 
are entitled to share in the profits of the corporation. The profits of the coopera- 
tive are distributed among those who have been the customers of the cooperative, 
on the basis of the volume of the business which they have furnished, and not on 
the basis of their investment in the business. 

Consequently, some may have no investment in the cooperative, and thus are 
not economically entitled to any distribution of profits, since they have assumed 
no risk. In these cases the distribution of profits on the part of the cooperative is 
out-and-out profit sharing, taxable to the ordinary corporation. 

Since cooperatives are expanding organizations, it is probable that a portion 
of every cash patronage dividend distributed by a cooperative represents payments 
to persons who have contributed no capital and have assumed no risk. Such 
patronage dividends are actually contributions out of profits for purposes taxable 
to the ordinary corporation. 

Cooperative distributions represent the spread between cost prices and selling 
prices. They are distributed only after the accounts of the business are cast up, 
and the operating profit and other income are determined. Since cooperatives form 
regional, and in some cases national organizations engaged in many phases of 
production and distribution, and each cooperative is both a customer of and an 
investor in one or more other cooperatives, it follows that profits flow from one 
cooperative to another, and may come to rest as patronage dividends many coopera- 
tive stages away from the originating company.* 

Thus the patronage dividend of the cooperative standing between the individual 
patron and the national network of manufacturing and distributing cooperatives 
may be a composite of the commingling of the almost endless profit transactions 
of the network. How these profits are measured is not material; they may be in 
relation to dollars of sales, physical units of output, percentages of net worth, or 
any other convenient measure. Net profit does not necessarily need to be related 
to net worth or stockholders’ investment. 


“The Cooperative Grange League Federation Exchange is typical of the growth of holding com- 
panies among cooperatives. According to its annual report for 1945-46, the Cooperative G.L.F. Ex- 
change is the sole owner of the Cooperative G.L.F. Holding Corporation. Under the G.L.F. Holding 
Corporation are Cooperative G.L.F. Credit Corporation; Cooperative G.L.F. Farm Products, Inc., which 
in turn owns thirteen sales terminals and auctions, three bean plants, two milling services, three can- 
ning plants and three cold-storage plants; Cooperative G.L.F. Soil Building Service, Inc., which owns 
ten fertilizer plants; Cooperative G.L.F. Farm Supplies, Inc., which owns seven warehouses, one basket 
factory, and two petroleum terminals; and Cooperative G.L.F. Mills, Inc., which owns three feed mills 
and five seed plants. 

In addition, the Holding Corporation owns 47 bulk petroleum plants operating under the name 
G.L.F. Petroleum Cooperative, Inc., 18 marketing stores operating under the name G.L.F. Cooperative, 
Inc., and 215 retail service stores operating under the name Cooperative G.L.F. Service, Inc. 

The G.L.F. Cooperative is also affiliated with the Cooperative P & C Family Foods, Inc., United 
Cooperatives, Cooperative G.L.F. Farm Service, Inc., Inland G.L.F. Trading Co-op, Jersey Trucking 
Service, and Fertilizer Manufacturing Cooperative, Inc. 

The Ohio Farm Bureau Federation, Inc., and the Indiana Farm Bureau Cooperative Association are 
other large holding corporations in the cooperative field. 





i 
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Investors in a cooperative, whether they have come by their investment through 
the receipt of patronage dividends in the form of stock certificates or whether they 
have purchased their stock, are investing in a share not of any physical goods, but 
of pecuniary rights. Investors in a cooperative, like investors in private corpora- 
tions, buy a claim on earning power. If any recipient of a stock certificate were to 
go to the plant of the cooperative and ask to see his property, no one could show it 
to him. He would not own machines, buildings, or raw or finished materials. 
He owns a share in earning capacity, and he has acquired the right to profits, 
either through purchase or patronage dividends; he cares not from where they 
come. 

Few stockholders take an active interest in the management of the businesses 
in which they invest their funds, and apparently in the management of coopera- 
tives this characteristic lack of interest is even more prevalent than among the 
ordinary corporations. Among ordinary corporations the voice of the stockholder 
in the selection of the management is usually proportional to his control over 
voting stock; consequently, the larger his holdings, the greater his interest in the 
selection of the management. In the typical cooperative each shareholder has but 
a single vote, and a vast majority of the stockholders exercise no control in the se- 
lection of the management. In fact, in the typical subsidiary cooperative only a 
small percentage of the stockholders know how the directors of the central organi- 
zation are chosen. | 

The control of the cooperative is no different in principle from that of any 
ordinary corporation, despite the fact that each stockholder is limited to a single 
vote irrespective of the number of shares he may own. One objective of the 
corporate form of cooperative organization is to concentrate executive control and 
direction and at the same time to scatter ownership. The limitation of each stock- 
holder to a single vote may in some cases permit even a higher concentration of 
control than is normal in an ordinary corporation. The more the ownership of 
a cooperative is scattered, the easier it is for a limited number of persons to con- 
trol its operations. 

The payment of patronage dividends in preferred stocks, instead of cash or 
common stock certificates—a common practice where a cooperative is expanding 
rapidly—has the effect of affording a maximum spread of ownership without im- 
pairing the control of a small group of common stockholders. 


II 


The exemption of cooperatives from federal income taxes has not resulted in 
lower prices to the patron. There are several reasons why this has not happened, 
and why it may not be expected to happen under tax exemption. In the first 
place, the cooperative is in business for profit, and has no desire to operate at a 
loss, or even at cost. Cooperative leaders have repeatedly emphasized the necessity 
of selling at the competitive price so that they may be regarded as fair competitors 
by their private business neighbors. Repeated checks throughout the country 
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have revealed that cooperative prices are the prevailing prices in the community. 
A check last spring by the newspaper PM in New York revealed that prices in 
consumer cooperative food stores in the New York metropolitan area were midway 
between the highest and lowest prices for the same or comparable items charged 
by the better-known groceries. Marketing of its products at cost would direct the 
attention of private business competitors and of the public to the economic effects 
of the cooperative’s tax-exemption subsidy. Consequently, the less disturbing meth- 
od of operation from the standpoint of public relations in its community is for the 
cooperative to sell its products at prevailing prices and to distribute the profit of 
the operation through cash dividends, or use it in the business for further expansion. 
In this connection it must not be overlooked that the prevailing prices charged. 
by the cooperative include an added charge covering the corporate income tax which 
accrues as tax exempt income to the cooperative. Many cooperative leaders have 
pointed out that any taxation of the cooperative as a business would be met by price 
cutting on its part. The implication of this threat is that the cooperative by some 
economic sleight of hand would offset its tax liability by price reductions. In doing 
business at actual cost at all stages in the process of production and distribution, 
cooperatives would have the same costs as the ordinary corporation, if the two 
types or organizations were equally efficient, and the difference between the prices 
charged by the cooperative and the ordinary corporation would be the net profit 
per unit of sale earned by the ordinary corporation. 

Net profit in business is a comparably small item per unit of sale, as has been 
demonstrated by some of the reports of the Federal Trade Commission.? Over 
a long period of time doing business at cost is almost a practical impossibility. It 
is not possible to marshal the quantities of free capital necessary to conduct at cost 
a business the size of the present-day cooperatives. A business conducted on a 
strictly cost basis would ultimately become so inefficient that it would be unable 
to do business even at cost; it would do business only at a loss. The one factor 
which has been responsible for the high standard of living in the free-enterprise 
countries, as compared with the standards in other countries, is that men work more 
cheaply and also harder for an uncertain return—and profit is the most uncertain 
of all returns—than they do for a fixed income or compensation. Remove the 
profit incentive from the cooperative structure and it will ultimately collapse 
under its own weight. 

For a short time, until they had used up their accumulations of “necessary re- 
serves,” cooperatives might operate at or near cost. In the beginning they would 
probably operate at a loss, but once the reserves were dissipated, cooperatives would 
either return to the profit system or slowly disappear from the economic scene. 

We must recognize, however, that as long as the present tax inequality exists 

* PM, Jan 20, 1946, p. 16, col. 5. 


* Cowden, Co-ops, Business Week, Jan. 22, 1944, p. 84. 
*FeperaL Trape Commission, Report oN DistrisuTion METHODS AND Costs, Pt. 4, p. 15, March 


2, 1944. 
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between private business and the cooperatives the threat on the part of the co- 
operatives to sell at cost could be very real and very disastrous to the tax-paying 
businessman. As long as the cooperatives retain the tax-exemption subsidy, selling 
at cost on the part of the cooperative will not really be selling at cost. Cooperatives 
would not sell at their cost, but at the cost of the private distributor. 

Profitwise, the price advantage of tax exemption is substantial, since often it 
may represent savings pyramiding at all stages between the producer and the con- 
sumer, if the product is produced and distributed cooperatively. Figures on average 
net profits per dollar of sales at the manufacturing, wholesaling, and retailing 
levels for all commodities are not available, but the cost-of-distribution inquiry made 
by the Federal Trade Commission in 1943 and 1944 indicates the average net 
profit at the manufacturing, wholesaling, and retailing levels for many specific 
commodities.® 

The figures from this inquiry have been quoted by cooperatives to indicate the 
savings which can be made by the cooperative method of production and dis- 
tribution. Using the Federal Trade Commission figures on profits, it becomes 
apparent that the savings which accrue per dollar of sale through tax exemption at 
the manufacturing, wholesaling, and retailing levels usually are about twice as large 
as the net profit of the fully taxed retailer on the same merchandise. 

Thus, through tax exemption at the three levels indicated, a cooperative dis- 
tributing goods at the retail level could, by passing part of its tax subsidy along 
to the customer, price its merchandise so low that a competing tax-paying retailer 
could make no net profit selling the same merchandise; yet at the reduced price 
the cooperative would still make as large a net profit as the competing tax-paying 
retailer could make if he sold the merchandise at the regular price. 

The value of the tax-exemption subsidy has risen as the cooperatives have di- 
rected more and more of their investment into manufacturing rather than dis- 
tributing facilities. Under stable business conditions and tax rates, prices of tax- 
paying companies are prone to stabilize around a level which will earn a going 
rate of return on the investment after the payment of taxes. Under normal con- 
ditions this is bound to take place in an economy of competitive tax-paying private 
businesses. Corporate tax liability on a given volume of profits becomes an in- 
creasingly larger percentage of the cost or selling price as the rate of capital turn- 
over decreases. 

Thus in the retail fields, where the turnover of capital may be quite rapid, the 
tax-exemption subsidy per dollar of sales may be quite low—in some cases as low as 
one per cent of the selling price. On the other hand, in the manufacturing busi- 
ness, where the turnover is usually quite slow, the subsidy advantage may be as 
high as 15 to 20 per cent of sales. This greater tax advantage at the manufacturing 
level, along with the advantage gained from the complete integration of opera- 
tions, no doubt has been responsible for the rapid expansion of the cooperatives 
in the manufacturing and mineral production fields. 

*Id. at 19. 
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In the long run, the distribution of profits on the basis of patronage rather than 
stock ownership, as practiced by the cooperatives, is little different from the normal 
distribution of profits by the ordinary corporation. The stockholder in the ordinary 
corporation purchases stock with funds which he possesses or at least controls; 
among cooperatives, the management withholds the profits of the patron and 
uses them in the cooperative as a matter of course. The distribution of patronage 
dividends in the form of stock certificates over a relatively short time makes the 
larger patrons also the larger stockholders. Thus among cooperatives, as in ordinary 
corporations, the larger stockholders receive the larger aggregate of dividends. 

The necessity of paying dividends on stock is much less real in the case of a 
cooperative than in the case of an ordinary corporation. Many, if not a majority, 
of the patrons of a cooperative have never had physical possession of the funds 
represented by the stock certificates which they own, and are prone to regard their 
patronage dividends as a return on the stock. Over the short term at least, patrons 
will be satisfied with stock certificates in lieu of cash payments for either stock 
dividends or patronage dividends. Under these conditions the full amount of 
the profits may be retained for further expansion. 

We should recognize that the retention of the profits by the cooperatives through 
the distribution of stock dividends not only may be the retention as profits of 
taxes payable by the ordinary corporation under corporate income-tax laws, but 
also may result in the retention of earnings for which the ordinary corporation, 
especially the small, closely held corporation, would be penalized up to 27 per 
cent under Section 102 of the Internal Revenue Code. The ability to retain profits 
payable by the ordinary corporations under normal corporate income-tax rates or 
under Section 102 is the reason why cooperatives are able to expand much more 
rapidly in their early stages than can the ordinary business. 

Reserves and allocations have been used by cooperatives to gain many peculiar 
ends, which may not be pursued by the ordinary corporation without tax penalties. 
As a matter of fact, the ordinary small, closely held corporation may often experi- 
ence difficulty in escaping the penalties of Section 102 in the setting up of really 
necessary reserves. The Treasury has also taken the position for income-tax pur- 
poses that the ordinary corporation may not donate more than 5 per cent of its 
profits, no matter how worthy the cause, without paying taxes on the donation,® 
but allows many cooperatives to dispose of 100 per cent of their earnings for any 
use that may gratify the management, without the payment of any taxes. 

It has not been accidental that cooperatives have chosen the corporate form of 
organization, which has some very valuable advantages. In the first place, both 
the ordinary corporation and the cooperative form of organization protect their 
members from any personal liability which would arise if they were organized 
as partnerships or if they merely acted as agents for their members. The members 
of a cooperative have no liability as such; only the property of the cooperative is 
liable. Second, both ordinary corporations and cooperatives have the status of an 


®Inr. Rev. Cope §23(q), U. S. Treas. Reg. 111, §29.23(a)-13 (1943). 
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individual for purposes of property ownership, execution of contracts, and the gen- 
eral conduct of business. Finally, their status, and the ability to conduct business, 
is unaffected by the death, bankruptcy, withdrawal, or personal conduct of in- 
dividual members. 

It should also be recognized that the corporate form of organization is almost 
a must for holding-company control, a practice which is becoming almost universal 
among integrated cooperatives. 

These advantages explain why both ordinary businesses and cooperatives choose 
the corporate form of organization for the purposes of marshaling quantities of 
capital and labor in the production and distribution of goods. No one can say 
that the advantages just enumerated are not substantial, and that business organiza- 
tions should not pay taxes for the privilege of having the advantages. The wide- 
spread use of the corporate form of organization, despite the heavy taxes levied 
on the profits of ordinary corporations, is in itself evidence of its value. 

That cooperatives can pay taxes and grow has been demonstrated by the ex- 
perience of those which have done so, notably the Merrimac Farmers Exchange 
of Concord, New Hampshire.1° Because of some of the provisions of its charter 
the Merrimac Farmers Exchange is not tax exempt. During the past three years 
the cooperative has earned a total net income of $480,039 and has paid federal in- 
come and excess profits taxes of $288,588. The Exchange has always paid a cash 
dividend of 6 percent to its stockholders, but to date it has paid no patronage 
dividends. 

Since it began operations in 1920, the Exchange has grown to an organization 
with eighteen branch stores serving 5,000 farmers, or one out of every four farmers 
in New Hampshire. It retails feed, grain, farm machinery, tools, etc. In 1945 the 
Exchange had total sales of $12,282,822, an increase of 300 per cent over the last 
pre-war year. From the experience of the Merrimac Farmers Exchange it may be 
seen that cooperatives can grow, and grow steadily, and yet carry their share of 
the cost of government." 

Mr. J. A. McConnell, manager of the Grange League Federation, in his annual 
report of October 31, 1946, made this observation: 


Perhaps some of our GLF committeemen may fear that if we should go on a tax 
paying basis, it would be impossible io build up adequate reserves for the protection of 
our GLF stores against lean years. Twenty-five years ago this might have been probably 
true. Today, I am of the opinion, based on a lot of experience, that as the rules and 
regulations are tightened in respect to exempt cooperatives as they are and will continue 
to be—that building up the necessary reserves in our GLF stores, to the point prudent 
business methods require, will be more difficult on an income tax exempt basis than it 
would be on an income tax paying basis.!? 


Apparently there are those within the cooperatives themselves who see the in- 
equity of the present income-tax exemption basis. 
20 MerRIMAC FARMERS EXCHANGE, 24TH-26TH ANNUAL FINANCIAL STATEMENT, 1944-46. 


43 Tbid, 
29 Report TO GRANGE LEAGUE FEDERATION COMMITTEEMEN, 1946. 
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If cooperatives have a place in the economic organization of our society, they 
should maintain their position through efficiency and not through a tax subsidy. 
If cooperatives must have tax subsidies to exist, then they must be a less efficient 
method of production and distribution than their counterpart, the ordinary cor- 
poration. Businesses that need a tax advantage of nearly one-third have no place 
in a free-enterprise economy. Nor should we aid any business or industry by 
granting a tax-exemption subsidy to only that part which happens to conduct its 
affairs according to a certain plan. 

It is obvious that the present mixed economy, of tax-exempt and tax-paying 
competitive businesses, like a nation half free and half slave, cannot continue in- 
definitely. Unless this situation is corrected by the Congress the tax-exempt pro- 
portion will become progressively greater, and its beneficiaries will become an ever- 
growing political and economic force in our country. The greater the area of full 
or partial tax exemption becomes, the higher taxes will be on the tax-paying sector, 
and the greater will be the competitive advantage of tax exemption. Ultimately, 
even prohibitive taxes on the non-exempt businesses will yield insufficient revenues 
for the support of the government. The progressive narrowing of the tax base 
and the raising of taxes because of the expansion of the tax-exempt cooperatives 
can in the end have only one result—the disappearance of private business as we 
know it today. | 

The exemption of cash dividends from taxation, for both cooperatives and or- 
dinary corporations, will not equalize the tax liability, nor is it sound from the 
standpoint of economics. Profits are derived from the operations of the business, 
whether paid out or retained in the business. In either event they should be taxable 
to the cooperative or the corporation. The elimination of cash dividends from 
taxation would continue to give the cooperative a tax advantage over the private 
corporation, since the exempt farmers’ cooperative may retain its entire net profit in 
the guise of setting up reserves for “necessary purposes.” The consumer or non- 
exempt farmers’ cooperative might accomplish the same end through allocation of 
profits on its books. 

From an economic standpoint, the payment of patronage dividends would still 
be a distribution of profits, either as a distribution of the profit to stockholders who 
might also be customers, or as a profit-sharing device to those who did not happen 
to be stockholders. As long as we continued to recognize profits as an indication 
of ability to pay taxes, and based our tax collections on profits, one part of the 
corporation’s profit would go untaxed while the other would be taxed. The exist- 
ence of profit would no longer be the basis of tax liability; its distribution would 
become the sole criterion. Undoubtedly other methods of tax avoidance: would 
arise under a system which recognized only the disposition of profits, and not their 
existence, as the measure of ability to pay. 

Under the current statutes and regulations covering the handling of reserves 
by exempt cooperatives, the elimination of cash dividends from taxation by both 























CooPERATION AND THE Prorir Economy 441 


cooperatives and ordinary corporations would result in extreme discrimination 
against ordinary corporations, since the exempt cooperatives would make the de- 
cision on the amount of taxes they would wish to pay. The non-exempt coopera- 
tive, likewise, could retain the bulk of its earnings if it so desired, through the proc- 
ess of allocating its reserves to the various patrons. By these methods all coopera- 
tives could continue to escape most, if not all, taxation, if they so desired. 

The payment of patronage dividends by ordinary corporations is not a solu- 
tion to the tax inequality which now exists between ordinary corporations and the 
cooperatives. This system would ignore the responsibility of present corporate 
managements to their equity stockholders, who are not identical with the customers 
of the corporation. 

The cost of government can be met through taxation by means of either of 
two broad fiscal policies: high taxes may be applied to a relatively narrow base, 
or relatively low taxes may be applied to a broad base. There are many reasons 
why the latter is much the preferred fiscal policy. Cooperatives as a group are a 
big business. Exempting cooperatives not only permits some hundreds of millions 
of dollars in current income to go untaxed, but also permits this amount to be 
used to expand investment in tax-exempt businesses. In a stable business situation, 
- the reinvestment of these escaped taxes in tax-exempt cooperatives could curtail 
the tax-paying business economy by an equal amount each year. 

What is perhaps’ more significant than the exact size of the curtailment of the 
tax base each year by the reinvestment of cooperative profits is the fact that this 
curtailment is being financed by the Federal Government through its loss in in- 
come-tax revenues. Since the chief source of receipts of the Federal Government 
is the collection of taxes levied on private businesses, it follows that the expansion 
of tax-exempt cooperatives is being financed by the tax-paying private businesses. 
The inclusion of the cooperatives in the tax levies on the same basis as the ordinary 
corporation not only will equalize the opportunity of earning a profit between the 
two large segments of our economy, but also in broadening the base will decrease 
the rates needed to yield a certain total return. 

Hl 

One of the objectives of cooperation, according to many leaders in the field, has 
been “production for use” and the reduction of profits through competition—that is, 
cooperative competition. Although the cooperatives claim on one hand to do 
business at cost, thereby, according to the claim, eliminating all profit, they set 
forth, on the other hand, as one of their objectives the reduction of excessive profits 
on the part of private business through cooperative competition. If the time should 
come when most of the business in all lines is handled by the subsidized coopera- 
tives, then the profit of private business would be reduced by cooperative compe- 
tition; in fact, it would disappear, and so ultimately would private tax-paying 
business. It is clear from a study of cooperative literature that any profits on the 
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part of a private tax-paying business are excessive from the point of view of the 
cooperative leaders.1® 

The cooperative claim of reducing profits through increased competition is only 
a half truth. Subsidized competition, if of sufficient volume, will reduce profits 
in any field, as long as the competition exists. Sooner or later, however, this kind 
of competition drives out the competitors, and competition disappears. This has 
already happened in some areas where cooperatives have practical monopolies.!* 
Monopoly pricing by cooperatives is no more palatable and no less effective than it 
is in private business. 

If the history of the cooperative movement in other countries may be relied upon, 
we have every reason to believe that the end result of a cooperative economy must 
be some kind of statism, which will ultimately gravitate into a totalitarian regime. 
All the totalitarian regimes of modern times have had their origin in some kind of 
production-for-use (rather than for profit) economy, in which cooperation of some 
form was an important cornerstone. The theory of production for use rather than 
for profit, the substitution of probable security for the ownership of property, even- 
tually lead to more and more interference by the state, and finally the complete 
supremacy of the state over the individual. Thus regimes begin as socialist econ- 
omies and end as completely totalitarian states. In this progression of the expansion 
of state functions and powers, the first and easiest step is that from cooperation to 
socialism, since both have the same objective—the elimination of profits and the 
production for use rather than for profit. 

If one reads much of the literature of the cooperative movement and of the 
principles of socialism he is struck by the parallelism of ideas. In his book, Co- 
operative Democracy, James Peter Warbasse, president emeritus of the Cooperative 
League of the United States of America, says: 


The ultimate destiny of the consumers’ cooperative movement is to obtain or to pro- 
duce in factory, shop, mine, sea, air, and land, all that consumers require. 

As cooperation grows, the need and possibility of the existence of profit business and 
of the political state decline.15 ; 


In the Fifteenth Annual Report of the Consumers Cooperative Association, 
Howard A. Cowden, president, said: 


The consumer cooperative movement in the United States is beginning to emerge as a 
national movement. Regional cooperative wholesales have joined hands on a national 


28 Ivan V. EMELIANOFF, ECONOMIC THEORY OF COOPERATION 10-15 (1942). 

* According to Homer E. Marsh, the California Fruit Growers Exchange handled more than 85 
per cent of all lemons marketed in the United States in 1946; the California. Walnut Growers Asso- 
ciation handles 80 per cent of California’s merchantable walnuts and 73 per cent of all walnuts grown 
in the United States; the Calavo Growers of California control 76 per cent of the California avocado 
crop, approximately two-thirds of the nation’s avocado crop being grown in California; the American 
Cranberry Exchange, a marketing agency for fresh fruit, and Cranberry Canners, Inc., processors, 
dispose of 70 per cent of the nation’s cranberry crop. Homer E. MarsH, THE Facts in THE MATTER 


76-77 (1947). 
28 James PETER WARBASSE, COOPERATIVE Democracy 266 (1936). 
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basis in petroleum, in the manufacture of power farming equipment, and in the pro- 
duction of milking machines for dairy farmers. There will be other examples of such 
teamwork in other fields shortly. Then to unite with cooperatives internationally in 
production and distribution will be a next and relatively easy step.1é 


In a circular letter to the cooperative membership sent out from South St. Paul, 
Minnesota, on April 30, 1946, Charles D, Egley, then manager of the Farmers Union 
Livestock Commission Company, said: 


The profit system concentrates wealth in the hands of the few, it exploits the masses; 
robs them of their purchasing power, as a result of which they cannot buy back what 
they produce. 

To solve this problem it is, therefore, our opinion that we must get rid of the 
profit system and replace it with the cooperative system. 


Mr. Egley’s observations are not new. They can be traced back to the think- 
ing of those early leaders of the cooperative movement in England, Sidney and 
Beatrice Webb, who in more recent years have been prominent in the British labor 
movement.?7 

These have been more or less random quotations from the literature of the co- 
operatives. They are quotations from responsible leaders in the field, and are 
representative of the thinking of those who direct the movement in this country. 

The late Leonard Sydney Woolf, in his book, Socialism and Cooperation, points 
out: 


. . . the socialist aims at building up society on a basis of cooperation between the 
units, whether individuals or classes, of society and at making, therefore, not compe- 
tition or private profit, but communal interests or communal service the visible end of 
social activities in every day life.18 

Our main purpose must be the transfer of the ownership of the instruments of in- 
dustrial production and the control of industry from the.capitalist and capitalist company 
to the community of consumers, organized cooperatively, in such a way that the transfer 
is accompanied by a growth of socialist psychology of production and consumption. 
The impetus to this transfer must, of course, come from the anti-capitalist classes, in other 
words, from workers and the cooperators. The cooperator has two tasks before him . . . 
he has to work for the utmost possible extension of cooperative industry, with the ex- 
plicit intention of converting his movement into the instrument by which the com- 
munity, organized as consumers, may control the whole of industry.1® 


Since Mr. Woolf was educated, and lived most of his life, in London, he had 
Great Britain in mind when he discussed the objectives of socialism. The rise of 
the present socialist Labor Party has given implementation to the objectives sought 
by him. 

What is occurring in Great Britain has alsa taken place in a smaller way in our 
next-door neighbor, Saskatchewan, under the socialistic Cooperative Commonwealth 
Federation Party. The province of Saskatchewan has taken over some fourteen 
industries, ranging from furs to insurance. The latest to be acquired was an air 


16 ConsuMERS COOPERATIVE ASSOCIATION, I5TH ANNUAL REPORT, 1943. 
17 Sipney AND BEATRICE WeEBB, THE CONSUMERS’ COOPERATIVE MOVEMENT 8 (1930). 
18 LEONARD SyDNEY WooLF, SOCIALISM AND COOPERATION 23 (1921). 
3° Id, at 112. 
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line. Since Saskatchewan has long been the stronghold of the cooperative movement 
in Canada, it naturally would be the first province to socialize its industries. 

The transition from cooperation to socialism has thus far occurred only outside 
of the United States, and many would regard the possibility of such a transition 
in the United States as quite remote. No one knows the affiliation of any of the 
leaders of the cooperative movement in the United States, much less the political 
philosophies of the rank and file of its members. As a matter of fact, many of the 
leaders of the cooperative movement have been most outspoken against some of 
the political systems of Europe. Other leaders have repeatedly insisted that the co- 
operative movement is the strongest possible barrier against the introduction of 
socialism, communism, and other anti-capitalistic political philosophies. 

A majority, if not all, of the cooperative leaders who have taken this position 
are doubtless sincere in their position on the matter—they actually see cooperation 
as a bulwark against socialism and other statist regimes. But we must not over- 
look the fact that this has been the position of many cooperative leaders in the 
past in countries that no longer have a capitalistic economy. 

Those who have taken the position that a cooperative economy is the best guar- 
antee against a statist regime overlook the fundamental fact that both the coopera- 
tive system and the various statist systems—socialism, communism, etc.—have as 
a common objective the elimination of the profit system. They also overlook the 
further fact that nothing unites political or economic groups, even if in many 
ways dissimilar, like a common enemy. In both the cooperative movement and in 
the various “-ism” regimes, the common enemy has been the profit system; given 
enough time and support they will unite to do away with profits. 

In our present-day civilization one generation inherits from its predecessor 
material goods, knowledge and skill, and morale. If we are to progress as a nation 
these things must be passed on from one generation to the next. The present 
system of private capitalism and the private family, with the transfer of property 
and responsibility through inheritance, affords one way of moving the accumula- 
tions from one generation to another. Before we scrap private capitalism we 
should be sure what we want, and what it will provide. The elimination of the 
profit system would scrap private capitalism, and a tax-free cooperative system will 
ultimately eliminate the profit system. Standing on its own feet, cooperation can 
never displace private capitalism in the United States. It will continue to expand 
at the expense of private business only as long as it is subsidized through tax 
exemption, government grants, virtually interest-free loans, and outright gifts from 
the federal treasury. Private business is not opposed to cooperation as a method 
of doing business; it is opposed only to the inequality which now exists in the 
competition between the cooperatives and other types of business because of federal 
tax laws and Treasury regulations. If any business, cooperative or otherwise, takes 
advantage of the corporate form of organization, it should pay taxes for the privi- 
lege; and as long as one of the measures of tax liability is net profit, taxes should 
be levied on the existence of that profit and not on the method of its distribution. 





























THE COOPERATIVE YARDSTICK 


Bertram B. Fow.er* 


Consumer cooperation today is causing more controversy than ever. Unfor- 
tunately, the controversy has been waged for the most part in an atmosphere of 
acrimony that has left the layman utterly confused. Attacks upon the system 
frequently have been marked by a virulence untempered by any trace of objec- 
tivity. Business groups, feeling the pinch of cooperative competition, have spear- 
headed an attack backed by the money of business men who in many cases have 
been aroused. to bitterness by inflammatory material regarding cooperatives with 
which they have been inundated. Too many congressional investigations have 
been carried on in the same atmosphere of acrimony. 

Viewed in relation to the whole field of free enterprise, the consumer coopera- 

"tive movement is almost inconsequential. According to the best available informa- 
tion, consumer cooperatives account for about one per cent of the total national 
volume of business. ‘While the growth of consumer cooperative business has been 
great in the past few years, it has not appreciably added to its share of the total 
business done in the United States. During the war and post-war years coopera- 
tives have expanded. But so have all other types of business. 

However, inherent in cooperative philosophy and practice are certain implica- 
tions that are out of all proportion to the volume of business done. Perhaps it is 
the recognition of these implications that has sharpened the bitterness of the at- 
tacks upon cooperatives. Up to the present time the aforementioned attacks have 
had a dual result. On one hand these attacks have drawn upon cooperatives in- 
creasing pressure of investigations. On the other hand, the publicity given the 
attacks has undoubtedly brought cooperation to the attention of thousands of con- 
sumers who have hitherto lived in complete ignorance of the existence of the 
movement. 

The controversy centered about cooperatives poses certain questions that demand 
clear answers. What is the role of the cooperative in a system of free enterprise? 
Do cooperatives constitute a threat to orthodox business? 

In attempting to evaluate the cooperative movement it is well to consider certain 
psychological fundamentals. The whole history of American development is also 
the history of cooperative effort. From the earliest pioneer period up through the 
settlement of the West and the final emergence of a truly American economy, co- 
operation was the basic rule of progress. The early American colonists were forced 


* Author, ConsuMER COOPERATION IN AMERICA (1936); THE Lorp Heirs Tuose (1938); Foon, 
A Weapon ror Vicrory (1942); THe Cooperative CHALLENGE (1947). Contributor to periodicals. 
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to cooperate in order to survive. Only through close cooperation could the perils 
of the frontier be met. The early frontier settlement was a closely knit cooperative 
unit. Later, as the settlement of agricultural lands spread more rapidly, it was ab- 
solutely necessary for the farmers to cooperate at seed time and harvest. Barn raising 
was a cooperative job. In the texture of American life the thread of cooperation was 
of basic importance. 

While there is little connection between these primitive forms of cooperation 
and the present economic structure of cooperation, the fact remains that the in- 
grained habit of cooperation made for an easy acceptance of cooperative economic 
action by the American farmer. 

Such efforts of groups to cooperate for the common good were not confined to 
America. The history of civilization is as much a history of cooperation as was the 
history of American colonial development. When faced by any crisis that affected 
the settlement or the tribe, primitive man was always driven to cooperate to meet 
the crisis. But throughout the centuries no one had reduced this basic human urge 
to a formula of action. 

When such a formula did appear it came as a result of a crisis demanding co- 
operative action. A little over a century ago the masses of workers in England 
were in desperate straits. Wages were pitifully low. Prices were too high in re- 
lation to wages and quality was unknown. Out of the urgent need for some sort 
of reform came the consumer cooperative movement. For the first time in economic 
history the problem of supply and demand was approached from a consumer 
standpoint. 

In Rochdale, England, twenty-eight weavers propounded the theory that, since 
the whole economy functioned for the consumer, it was only just that the consumer 
have some say as to price levels and distribution costs. The result of their think- 
ing was the set of rules that have since become known as the Rochdale Principles. 
The basic attempt was the age-old one to achieve distribution based on cost of 
production. Behind the Rochdale weavers lay a whole series of failures to achieve 
such an end by an approach through production. The factory or mill that at- 
tempted to sell goods at the bare cost of production found itself without funds to 
meet emergencies and therefore failed. 

The Rochdale weavers now approached the problem from the angle of the con- 
sumer and laid down their rules for the functioning of a consumer’s economy. 
Capital necessary for a consumer business enterprise must be furnished by the con- 
sumers. The Rochdale weavers therefore pooled about $140 as their initial capital 
and launched the first truly cooperative store. 

About this $140 of capital was woven a set of revolutionary rules governing the 
use of capital. Since these weavers envisaged a consumer society, they were quick 
to realize that the society must be divorced from all political, religious, or racial 
concepts. Membership in a cooperative society was open to all. No one could be 
barred because of race, creed, or color. 
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The Rochdale concept of the cooperative society was strictly democratic. The 
share of stock in the cooperative was placed on the sarhe basis as the worker in a 
factory. Capital, like labor, was to be paid a wage. The money invested in the 
share of stock was paid a fixed rate of interest and had no share in the profits of the 
business. Further, the member, not the share of stock, had the vote. Regardless 
of the number of shares of stock he might own, the cooperative member had but one 
vote in the election of directors and officers and in the meetings where decisions 
were made by vote. 

It was ruled that all goods handled by the society should be sold at current 
market prices. All trading should be for cash. At the end of the year any surplus 
over and above the cost of doing business should be returned to the member con- 
sumer in proportion to his purchases. In view of the many charges now being 
leveled against these so-called patronage returns, it is just as well to diagnose 
clearly the function of the society in relation to the consumer members who own it. 

Contrary to many loose charges leveled against cooperatives, this surplus re- 
turned to the consumer at the end of a fiscal year should not be construed as a 
profit. This surplus has been called a patronage refund, a dividend, a saving. 
Actually any such surplus is an overcharge and must be returned to the consumer 


owners, 


A cooperative is not a business in the traditional profit economy sense. The co- 
operative is an agency set up by consumers. The directors and management are 
men hired by the consumers to run their business affairs. These men have no 
powers beyond those vested in them by consumers. They have entered into a con- 
tract with the consumers to buy goods for them at cost of production. To the orig- 
inal cost of the goods the cooperative management adds a margin to take care 
of overhead, fluctuation of prices, all the contingencies that any business faces. At 
the end of the year the cooperative management makes a report of its stewardship. 
Any surplus shown on the books of the cooperative is the property of the consumer 
owners and must be returned to them as a definite overcharge. 

In this respect it might be pointed out that orthodox business has again and 
again set up such organizations to cut production and distribution costs. The Asso- 
ciated Press, paying no taxes, having exactly the same rights and privileges as those 
accorded to consumer cooperatives, is a non-profit cooperative. It is highly amusing, 
therefore, to read a direct attack on consumer cooperation in the pages of a news- 
paper that is a member of the cooperative, non-profit newsgathering agency. The 
same rule applies to the so-called mutual insurance companies, and also to a wide 
range of trade associations and wholesale buying groups. 

The above discussion briefly outlines the economic idea set forth by the Rochdale 
weavers. In the past century the consumer cooperative movement has spread all 
over the globe. The outbreak of World War II found it with well over a hundred 
million members. In Great Britain consumer cooperatives dominated the retail 
trade of the British Isles. In the Scandinavian countries consumer cooperation was 
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an integral and dominant part of economic life. In Sweden, for instance, it was 
the one powerful yardstick of the consumers. Through their cooperatives the 
Swedes checkmated trust after trust and brought hitherto strictly controlled prices 
down to an economic level fixed by the cooperatives. 

The rise of Nazism in Europe wiped out the democratic cooperatives in many 
countries. In Russia the Communist Party took over the urban cooperative move- 
ment and converted it to the uses of the state. World War II practically destroyed 
the cooperative movement in many more countries. However, today the coopera- 
tive movement in Europe is once more on the march. 

But it is with cooperation in America that we are directly concerned. For, in 
many respects, the movement on this continent presents the most interesting pic- 
ture. It is on this continent that consumer cooperatives have risen in such strength 
that in many cases they represent a direct challenge to monopolistic groups and to 
economic practices that the layman has been led to believe are fixed and inviolable. 

To gain a true concept of consumer cooperation in America and the implica- 
tions inherent in its philosophy, we must first glance briefly at the scene upon which 
it has appeared. Only then can we grasp its implications and begin to understand 
the attitudes of consumer members who today are being aroused to potent indigna- 
tion by many phases of the attacks upon them. 

It is a generally and widely accepted fact that the rise of industrial efficiency 
in America was responsible for the creation of the highest standard of living known 
in the world. From the greatest corporation down to the smallest private business, 
success depended upon the ability of management to cut costs of production. As 
costs of production were cut prices went down and wages went up. Such a trend 
meant a wider distribution of goods and services, employing a growing number of 
people as it put a wider and finer range of goods into the hands of consumers. 

Probably the greatest single factor contributing to this trend was the general 
acceptance of the fact that muscle power, in whatever form it is used, is the most 
inefficient form of power. The great revolution in American industry was the revo- 
lution in the use of power. Into the hands of the workman on the production line, 
in factory and mill and mine, was placed highly efficient power machinery. It was 
because of this that the American workman became the unit capable of the greatest 
production per man-hour in the world. 

This revolution in production was brought about mainly by the concentration of 
great pools of capital to make possible a balancing concentration of power in the 
hands of the individual workman. In this respect the great corporations such as 
General Motors played a magnificent part in the American productive miracle. 

The years following World War I saw the greatest surge in this direction of 
mechanized industry. The production lines in the great automotive industries 
were in the forefront of this drive. Production costs were cut and cut again. The 
price of the automobile and of great masses of home labor-saving appliances came 
down to meet the rising earnings of workers. 











THe Cooperative YARDSTICK 449 


This was true only in the urban industrial centers. Outside those centers the 
reverse was true. The coming of the tractor to the farm found most American 
farmers using methods little advanced beyond the methods used in ancient Egypt. 
In contrast to the industrial worker, in whose hands were placed thousands of 
dollars worth of power machinery and tools, the farmer still plodded behind his 
horses and mules. In most instances his methods of farming were about the same 
as they had been in the time of his grandfathers. 

Several things were happening to the farmer at the same time. The vast in- 
dustrial change was reaching the farmer in the form of lower-priced mechanical 
goods, but his income was not rising in proportion to that of the urban industrial 
worker. Soil depletion was forcing him to use more and more commercial fer- 
tilizers to keep his soil productive. Insect pests and diseases of plants and animals 
unknown to his grandfather were demanding greater and still greater expendi- 
tures of cash. The coming of the tractor and mechanized equipment added to 
his financial headaches while it lightened his labor. Fuel for his horses and mules 
had been grown on his acres. Fuel for the modern tractor and truck must be 
paid for with cash. 

Actually, the trend of mechanization had caught up to the farmer and found 
him totally unprepared to adjust himself and his economy to that change. Now he 
was in the same position as the owner of the industrial plant in the urban centers. 
He must cut costs of production or shut up shop. He must, by some readjustment 
of his economy, make the family owned farm a solvent economic unit or give way 
to the vast corporate agricultural organization that could put agriculture on a par 
with the urban industrial unit. No such basic industry as agriculture, the key in- 
dustry upon which the whole economy rested, could hope to survive in a state of 
inefficiency. 

To the farmers of America, particularly those of the Middle West, the consumer 
cooperative technique appeared as one workable answer. Again it must be re- 
membered that among these farmers primitive cooperation still functioned to a 
certain extent. Cooperation in one form or another was traditional with them. 
Long before the idea of consumer cooperation was presented to them these farmers 
had been marketing their products cooperatively with more than a little success. 
Now marketing, while still a basic problem, was not in itself enough. If the farmer 
was to survive he had to find some process by which he could cut his cost of pro- 
duction. For the high cost of production was now his number one problem and, 
at that time, a seemingly insoluble problem. 

The price of almost everything the farmer bought was fixed by powers and 
circumstances beyond his control. He was in the position of being forced to sell 
all his products at wholesale and buy everything he needed at retail. In theory 
the prices of such commodities as gas and oil, feed and fertilizer, machinery and 
equipment were fixed by competition. But highly organized and efficient industry 
had already advanced far beyond ruinous competition. It was much more sensible 
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for the fertilizer companies, for instance, to meet in Chicago and arrive at an agreed- 
upon price for fertilizer. This naturally allowed the fertilizer companies to take 
into consideration their own problems of production, sales, credit, dealer organiza- 
tions, and the like. Filling station and tank-wagon prices for gasoline and oil were 
similarly controlled. In the scheme of things at that time there was no possible 
way for a farmer to reach beyond that strictly controlled retail price and make any 
appreciable savings. His actual cost of production, therefore, was something that 
he could not cut appreciably. 

The end result was to breed within the farmer a spirit of rebellion. It was this 
state of affairs more than anything else that widened a breach between the farm 
and the urban community. The rebellion found its outlet in political revolt. The 
farm bloc in Congress fought to obtain special privileges for farmers and farm 
groups. Only thus, it seemed, could any relief be obtained for the farmer. The 
great farm problem of the United States was actually considered insoluble from a 
purely economic standpoint and the farmer was kept from bankruptcy by loans, 
grants, and special privileges that kept him at least partially solvent. 

Consumer cooperation had already acquired a foothold in America, but it was, 
at the close of World War I, little known to the American farmer. Consumer 
cooperatives had been set up for the most part by language groups such as the 
Finns of Minnesota, Wisconsin, and Michigan, who had brought the idea over 
with them from the Old Country. Until forced toward the consumer cooperative 
idea by driving necessity, the native-born farmers of the Middle West looked on these 
cooperatives as un-American foreign importations. 

But a few farm leaders were beginning to study these consumer cooperatives 
with real interest. To the far-seeing leaders the consumer cooperative technique 
offered a method whereby the farmer could cut at least a few of his costs of pro- 
duction. 

The early attempts made at cooperative purchasing were begun on the most 
modest scale. In Ohio and Indiana a few Farm Bureau members began to buy 
fertilizer in wholesale lots. Fertilizer then was selling at $35 a ton. In that price 
the farmer saw mirrored his own unhappy position. Fertilizer prices had climbed 
to that peak during World War I when the price of farm products had risen cor- 
respondingly. But, when the prices of farm products crashed, the fertilizer interests 
were well enough organized to peg prices where they believed they belonged. 
The early stages of the battle between the farmers and the fertilizer interests were 
not pretty. Terms like “scab farmers” were coined to label those farmers who 
were attempting cooperative buying. Freight cars loaded with fertilizer were later 
found sidetracked in yards, boycotted by union workers who believed in the “scab” 
signs marked on the cars. 

Such tactics only made the aroused farmers more determined to continue their 
experiments. They bought more and more fertilizer. The price of fertilizer dropped 
. from $35 a ton to $21 a ton. And the farmers kept on buying cooperatively. Today 
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fertilizer factories owned by the farmers dot the agricultural areas from coast to 
coast. From that start in fertilizer the farmers have branched out into the milling 
of feed, into the ownership of factories turning out milking machines, refined pe- 
troleum products, and farm machinery. They own their own pipe lines, oil wells, 
and fleets of trucks. 

To view this phenomenon merely as a victory for a few determined farmers is 
to miss the point entirely in terms of our over-all national economy. Viewed ob- 
jectively, this was an instance in which the farmers did succeed in cutting a basic 
production cost. In terms of our basic economy it was much more far-reaching 
than the mere saving of a few dollars a ton on a basic commodity. 

The fertilizer operations of these farmers have grown until today, combined, 
they offer a definite and workable yardstick that governs fertilizer prices. In 
Indiana and Ohio alone these farm cooperatives handle between 10 and 15 per cent 
of the total fertilizer business. In many other states the percentage is about the 
same. 

If to fertilizer savings we add the savings made on purchases of petroleum 
products, feed, farm machinery, farm equipment, and supplies of all kinds, we 
can begin to understand the impact of consumer cooperation on the agrarian 
economy of the country. 

The story of the cooperative yardstick in petroleum is even more important and 
dramatic. In 1921 the first cooperative filling’ station in America was opened at 
Cottonwood, Minnesota, by a group of farmers who thought they could save a few 
cents a gallon on their gasoline and oil purchases. That first gasoline station was 
highly successful; so much so that the idea spread like a prairie fire across the 
West. From retailing the farmer cooperatives advanced into wholesaling, then into 
oil blending, and finally into refining and the operation of oil wells and pipe lines. 

The history of the Consumers Cooperative Association, of Kansas City, Mis- 
souri, represents as fine a case history as is available. In 1929 CCA was doing 
business in a two-car garage with capital of about $7,000. This cooperative was 
extremely fortunate in having, on the management side, Howard A. Cowden, the 
man who has come to symbolize the cooperative advance into the field of petro- 
leum. The robust growth of the cooperative idea was made to order for Cowden. 
Local cooperatives affiliated with CCA spread out over the nine-state area about 
Kansas City. From retailing and wholesaling CCA advanced through compounding 
and blending until in 1939 it built the first cooperative refinery in the United States 
at Phillipsburg, Kansas. In rapid succession, as the Phillipsburg refinery proved a 
resounding success, CCA acquired three more refineries, a few hundred operating 
oil wells, and a few thousand acres of oil leases. 

At the annual meeting in November, 1947, CCA made public some thought- 
provoking figures. In the fiscal year then ending, CCA had a volume of business 
in excess of $38,000,000. During that year it had made savings for its members of 
nearly $4,000,000. The figures on savings were up more than two million dollars 
over the previous year, when the gross volume had been over $26,000,000. 
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Again the figures must be viewed in a wider perspective than that of savings 
made by a regional cooperative. In making the report the management of CCA 
pointed out to its owner-members that the savings were made possible by rapidly 
advancing prices. In this respect CCA emerges as a yardstick whose findings must 
be studied in any scrutiny of petroleum prices or in any argument that seeks to 
explain or justify such price advances. It is as a yardstick, therefore, that the CCA 
figures are of paramount importance to every user of petroleum products in the 
United States. 

A few months before these figures were published there had been a general ad- 
vance in petroleum prices. About the time the figures were made public another 
advance in prices was posted. To what extent were these price advances justi- 
fied? All arguments pro and con are purely academic until we find a yard- 
stick that can yield some sort of actual proof as the CCA yardstick has done. 

One of the charges leveled against CCA by its enemies is that it has grown 
too big. It is charged that its ramifications are too vast. However, when CCA 
figures are compared to those of some of the major oil companies, the charge of 
bigness becomes ridiculous. For the first six months of 1947 Standard Oil Company 
of New Jersey, for example, reported profits of $140,000,000. 

CCA, in company with several such regionals in the petroleum field, is rapidly 
approaching the position attained by the cooperatives dealing in fertilizer. The 
time may come when the major companies, in fixing retail prices on a nationwide 
scale, may be forced to invite the cooperatives to sit in on their conferences just as 
the fertilizer interests today make no price advances without first consulting the 
cooperatives, 

In the case of CCA, as of all the other large regional purchasing cooperatives, 
it has been contended by the enemies of cooperatives that when the business of a 
farm cooperative proceeds from the mere purchasing of farm supplies to. the 
operation of factories, mills, refineries, oil wells, and pipe lines, the cooperative is 
clearly exceeding its original purpose. Such a claim is economic nonsense. No 
yardstick would be of any use that did not measure values in every field of opera- 
tion, from the raw material to the finished product upon which the consumer 
depends. Mere wholesaling of gasoline and oil proved nothing in the whole field 
of petroleum operations. But having made considerable savings on such whole- 
saling, the farmer, through his organization, moved naturally straight along the 
line toward production, proving at each step, to his own satisfaction, that the cur- 
rent price could be brought into line with production costs. 

To be completely realistic the major units in the petroleum industry must look 
upon the cooperative refinery in this light. It stands as a test unit to determine 
what constitutes a fair and economic price. To look upon the production unit 
set up by organized consumers in any other light is to attempt to sway judgment 
by mere opinion. 

In his purchasing cooperative the farmer believes that he has found an economic 
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technique that gives him a voice in the fixing of true prices. The average co- 
operative farmer is mainly concerned with his major problem, the cost of produc- 
tion. His own farm, as an economic unit, must succeed or fail on this basis. If 
foodstuffs cannot be produced as cheaply on the family-owned farm as on the 
corporate farm, then the family-sized farm is doomed. Such is the inexorable law 
of economics. In the other direction the law works just as inexorably. If the 
farmer, through his cooperative, can produce feed, fertilizer, or petroleum products 
more cheaply than can privately owned industry, then the cooperative idea will 
continue to flourish. 

In the wider economic sense the consumer cooperative is one of the healthiest 
signs on our economic horizon. Every practical businessman or industrialist wishes 
to keep state interference in business at a minimum. The basic thesis of the pro- 
ponent of free enterprise is that it should remain free. Such a proponent dreads 
the incursion of government. He maintains quite logically that business must be 
judged by the strict laws of economics. 

If we accept the thesis of free enterprise we must naturally accept the above 
conclusion. However, industry itself in many instances flouts this thesis. Com- 
bines are formed with monopoly as a goal. Again and again the state has had 
to step in to break up monopolies and trusts whose ambition was the fixing of 
prices at an arbitrary level. Such interference in the past has been necessary in the 
protection of the rights of the people, the consumers. Yet if free enterprise is to 
continue to function without such interference, that might in a time of crisis 
approach socialization, free enterprise must find some way of governing itself. It 
must find some way to rid itself of monopoly and keep true competition alive and 
free. 

The consumer cooperative movement is one functioning body within the system 
of free enterprise that fills this need. In whatever field of production it enters it 
stands as the laboratory set up by the consumers to ascertain what constitutes a fair 
price for a given commodity. When, as such a functioning unit, it proves by the 
percentage of the dividend that the present price level is too high, it can and does 
force adjustment. The law of free competition is then allowed to function. In 
order to halt the too rapid growth of the cooperative unit, the profit units within 
the system of free enterprise must bring prices down to a level that will attract 
consumers from their cooperative to the competing unit of free enterprise. Com- 
petition in the past has always forced such price declines. When competition does 
not operate freely, the state is forced to step in and take action to break up a 
monopoly. 

Consumer cooperation in its present healthy state of growth in America is 
part and parcel of the system of free enterprise. In the cooperative the citizen is 
exercising his inalienable right to reject one form of business and try another. The 
consumer cooperative thus is invariably the expression in concrete form of the 
consumer's dissatisfaction with prices or quality or both. The cooperative is the 
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substantial appearance of his belief that it is possible for the consumer, through 
cooperative organization, to do a better job for himself than is at present being 
done by profit enterprise. 

There is not a single successful consumer cooperative functioning in America: 
today that was not brought into being for this purpose. The rebellion of the mid- 
western farmers against high prices of feed, fertilizer, petroleum products, farm 
machinery, and other commodities found its expression through cooperative ac- 
tion. Viewed in this light, the consumer cooperative has done a signal service 
for the system of free enterprise. For, had the farmer rebellion against high prices 
had no such practical outlet, there is hardly a doubt that the voices of organized 
farm groups would have been raised in demand for more and more government 
control, even to the demand for socialization in fields where monopoly was most 
flagrantly powerful. 

The present trend of the consumer cooperative movement in the urban field is 
highly significant in view of the present spiraling of prices. Prior to World War 
II many urban groups owned and operated successful urban cooperative stores. 
But in the wide field of food merchandising there had been no strides taken com- 
parable to that taken by the rural groups in the production and distribution of 
such commodities as petroleum products, feed, and fertilizer. 

For one thing, the great systems of chain stores had reduced retail and whole- 
sale margins to such an extent that only the most efficiently managed cooperative 
store could show any savings whatever. A few groups scattered across the continent 
had been successful in operating cooperative stores. But the urge toward a wide de- 
velopment of cooperative stores in urban areas was absent because of the highly 
efficient job of distribution being done by the chains. 

World War II saw the end of this complacent attitude toward urban retail 
prices. In the industrial areas particularly, where organized labor had succeeded 
in gaining wage increases, this spiral of rising prices closely followed the rise of 
income. Labor groups, watching wage increases being swallowed by’ increased 
living costs, rebelled as openly as farm groups had earlier rebelled against the price 
of farm commodities. The result was a definite and well-organized turn toward 
the cooperative technique by many of the large labor union groups. 

In the vast industrial area extending roughly from Chicago and neighboring 
cities east through the highly organized areas of South Bend to the Detroit area, 
a wave of cooperative organization and expansion got under way. Highly suc- 
cessful cooperative markets at Waukegan (Illinois), Chicago, Flint, South Bend, 
and other points, became focal points of study by the labor groups. At this writ- 
ing a wide campaign of cooperative organization is going forward within large 
unions affiliated with both A. F. of L. and CIO. 

The number of groups now organizing cooperative stores proves conclusively 
that a revolt on the part of the urban consumer comparable to that staged by the 
midwestern farmers a decade earlier is now definitely under way. This revolt 
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is not confined to the establishment of cooperative stores but includes a widespread 
entry into housing, hospitalization, and other fields. 

Viewed objectively, this present activity on the part of urban consumers is of 
the utmost importance. These groups operating in the urban retail and wholesale 
field are in exactly the same position the farmers were in a decade earlier in their 
farm purchasing organizations. Just as the farm cooperatives at that time had not 
yet reached the stage of production, and thus fell short of constituting a yardstick, 
so the urban groups have done little beyond make narrow retail and wholesale 
savings. 

The farm purchasing cooperatives found that real savings were to be made in 
the field of milling, fertilizer manufacture, the production and refining of petro- 
leum products, and the manufacture of certain farm supplies. When the farm 
purchasing organizations moved into this field the savings became greater and of 
more far-reaching importance. 

The farm groups entered these fields when, through their retail and wholesale 
units, they had organized enough buying power to justify their entry into produc- 
tion. This is the point toward which the urban movement is definitely headed. 
Today the American public is aroused by the rapidity of price rises. Fear of in- 


 flation is actively present. About this subject of prices a controversy is raging. There 


has been an open demand on the part of many groups for a return to government 
price control and even rationing of certain commodities. 

Are these current price rises justified? How can unwarranted price rises be 
curbed? These are questions vexing the public mind. In the case of organized 
labor the move is definitely toward consumer cooperation as a real yardstick to 
answer these questions practically. 

This present rush of organization under way among consumer groups will force 
as deep an incursion into the field of food production as that forced by the farmer 
revolt ten years earlier. Already large groups operating cooperative stores and 
wholesale outlets are asking some pertinent questions. They are definitely ques- 
tioning prices as compared to costs of production in the fields of packing, canning, 
and other processing activities. To question in the growing cooperative movement 
is to act. Action comes naturally when purchasing power has been organized 
on such a scale that the consumption of the output of a modern packing plant is 
assured. Then, and then only, can the consumer have his questions answered on 
a sound economic basis. 

There is no question that this will be the trend in the years ahead. The rush 
of labor groups into cooperatives is making the advance into cooperative processing 
of food products absolutely certain. 

In housing, for instance, the situation is made to order for cooperative action. 
With the existence of a critical housing shortage the cost of new housing has gone 
sharply upwards. Several groups, notably the UAW-CIO cooperative at South 
Bend, Indiana, have gone far enough to prove to their own satisfaction that hous- 
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ing costs can be cut appreciably. The success of such a group will inevitably bring 
into being other cooperative groups, just as the success of CCA in its experiment 
with the first cooperative oil refinery brought a major rush of other farm coopera- 
tive groups into that field. The same will be true of packing, canning, or any 
other process at which the experimenting cooperative marks up a signal success. 

All this constitutes the true meaning of consumer cooperation in America. To 
view it from any other angle is to confuse the issue and entirely miss the cogent 
meaning of the consumer cooperative movement today. 

It has been charged that cooperatives, paying no income taxes, have an unfair ad- 
vantage over private business. Let us examine this charge. Cooperatives do pay 
taxes. They pay all taxes, federal, state, and local, levied upon other types of 
business. They do not, however, pay income taxes on the savings made. Enemies 
of the cooperatives cannot seem to grasp the fact that no organization is called 
upon to pay a tax on a profit that does not exist. 

What is a profit? In the final analysis it is a charge imposed by a form of 
business that accepts a responsibility and performs a service for the consumer. 
Profit is derived by the entrepreneur by selling or producing goods or performing 
a service for a second party. When that party decides to buy the goods or perform 
the service for himself, the profit disappears. A consumer may make a saving by 
accepting the responsibility and doing the job for himself. But he cannot make a 
profit. A consumer cannot make a profit by buying. The profit must be made 
by selling. 

Here is the basic difference between cooperation and other forms of business. 
All private enterprise is based on what we might call a seller’s economy. Through- 
out history the economy of the world has been a seller’s economy. In the coopera- 
tive we find a complete shift from the seller’s economy to a buyer’s economy. 
This seems to be the one point that orthodox private business has been unable to 
perceive or accept. ; 

Any individual or corporation in business today has the same rights accorded 
to cooperatives. Any overcharge rebated to his customers is allowable. He can 
and does deduct that from profit and pays no taxes upon it. If he wants to return 
all his profit to the consumer he may do so. Having no profit, he is then in the 
same position as the cooperative and is tax-exempt. 

The charge that cooperatives are communistic is absurd. Consumer coopera- 
tion is the antithesis of communism, for it is the concrete expression of a desire 
on the part of free citizens to accept the responsibility of serving themselves, The 
one force than can utterly destroy cooperation is statism in any form. Therefore 
cooperators have an even livelier fear of absolute statism than does the orthodox 
business man. The growing cooperative movement in America is the strongest 
bulwark between free enterprise and the state, for the cooperative that functions 
efficiently in any field can correct abuses that would otherwise have to be corrected 
by state interference with free enterprise. The cooperative yardstick, when it is 
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applied, constitutes a system of self-government within the economic system, some- 
thing that has hitherto been tragically lacking. It measures prices solely by cost of 
production, a cost that cannot be economically cut except by greater efficiency and 
elimination of waste in both production and distribution. 

The appearance and meaning of the cooperative movement must be gauged 
in pure objectivity. To attempt to judge it by the inroads it may make in any 
given field is to judge by criteria of personal gain or loss. Only in the market 
place of free enterprise will the extent of the growth and value of the cooperative 
movement be decided. 











RECENT TRENDS IN URBAN COOPERATIVE 
DEVELOPMENT 


Jerry Vooruis* 


The history of consumer cooperatives in the cities of America is one of ups and 
downs, successes and failures. In rural America both marketing and purchasing 
cooperatives have enjoyed a fairly steady growth and expansion through the years. 
From a third to a half of American farmers are today cooperative members, and 
many of them belong to two or three such organizations serving different rural 
needs. Marketing cooperatives, co-ops producing, purchasing, and distributing sup- 
plies required for farm operation or household needs, electric (REA) cooperatives— 
all these have been, on the whole, highly successful among farmers, so that they are 
able to exert a significant influence on the economic welfare of rural America as 
well as on the lives of farm families. 

For a variety of reasons, the story in the cities has been a different one. Prob- 
ably the fundamental reason for the difference has been that farmers as a group 
have faced economic circumstances which made the need for cooperation very evi- 
dent. Workers in the cities have, it is true, organized labor unions, which in a 
number of respects are similar to farmers’ marketing cooperatives, since both at- 
tempt to protect the incomes of large producer groups who, as individual “bargain- 
ers,” would find themselves in an almost helpless economic position. But up to 
the present time the people of American cities have apparently felt little need of 
using the methods of cooperation to protect their living standards, the purchasing 
power of their money, their health, their opportunity for home ownership, or 
their general security. 

Exception must be made to this statement in one respect at least. The credit 
unions, which of course are basic financial cooperatives, have gained a membership 
in the United States of some four million and are able, therefore, to exert a very 
salutary influence upon the financial security of the people. Not only are credit 
union members enabled to control and obtain the benefit of their own savings (in- 
deed, to pay interest to themselves!), but the competitive impact of the credit- 
union movement has shifted a considerable part of the small-loan business of the 
country from loan sharks, charging usurious rates of interest, to the banks, which 
have rather suddenly come to the realization that they can make small loans at 
fairly reasonable rates of interest if they really want to. In recent years, the growth 
of the Ohio Farm Bureau Mutual and other cooperative insurance companies and 
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the extension of the cooperative advantages of this insurance to farm and city 
people alike has had marked effect in bringing down insurance premium rates and 
introducing an element of democratic control over a significant segment of the 
people’s savings. 

What most people think of, however, when they hear the words “consumers’ 
cooperative,” is a store. Generally they think of a grocery store. It is true that in 
England, Scandinavia, and other countries where cooperatives have grown largest 
and accomplished most, the heart of cooperative business has been the grocery store. 
It is around such a store that the basic consumer interest necessarily centers; and it 
is there, accordingly, that the best chance for the development of a genuine co- 
operative spirit among members exists. Unfortunately, for American cooperation, 
it is also in the grocery business that the greatest integration has taken place in the 
trade of the United States. Retail margins have, in the case of many items, been 
reduced almost to the vanishing point. Thus, except where certain circumstances 
have combined to enhance the chances for success, grocery store urban cooperatives 
have had a hard time in this country. 

What are those circumstances? 

In the first place, the large city cooperative market has had a much more difficult 
situation to face than has the cooperative general store in the small town, where 
competition is less keen, margins are generally a good deal higher, and a wider 
variety of goods, including some where substantial mark-ups prevail, is handled. 
In the second place, one element essential to the success of cooperatives is a high 
degree of mutual loyalty and esprit de corps among the membership. This is 
harder to develop in the center of a big city than in a small community. It can be 
developed most easily among a group of people with common racial, linguistic, or 
national ties; but even in such a group it requires a vigorous and effective educa- 
tional program in cooperative principles. In the third place, the management of 
a cooperative store must be in competent hands. A higher degree of skill and a 
greater variety of talents are required than for the management of competing 
establishments. The co-op manager must be not only a skilled merchandiser, but 
also a wise buyer and, because of the democratic organization of cooperative busi- 
ness, a master in the art of personal relationships. Where these circumstances have 
combined, or where even the last two have been present in a marked degree, urban 
consumer cooperatives have been successful in the United States. An increasing 
number of them are succeeding right now, partly because some lessons have been 
learned the hard way. 

The principal factor in the situation, however, is a vicious circle which must in 
some manner be broken if urban cooperatives are to enjoy a growth corresponding 
to that of their counterparts on the land. This circle operates as follows: American 
city-dwellers are an impatient people. Many of them live closer to the margin of 
immediate need than do farm families. They say, in effect, “Show us some im- 
mediate prospects of concrete economic gains and we will join your cooperative.” 
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But, especially in the low-margin fields such as groceries, the most essential condition 
of substantial savings by cooperatives for their members is a much larger volume 
of total cooperative business. Only large volume can make wholesale operations 
efficient, and only large volume can make safe the entry on a broader scale into 
processing and production. In order to assure potential members of immediate 
savings there must be larger volume, but to get the larger volume there must be 
a great increase in the number of loyal cooperative member-patrons. It is not al- 
ways remembered that in the case of most, it not all, successful cooperatives among 
American farmers it was necessary for the members to stand loyally by their venture 
through a period when they could have gained immediate benefit for themselves 
by patronizing the people who were trying to run the cooperative out of business. 

The action of a number of labor unions in turning themselves into grocery stores 
for the purchase of supplies for, and sale to, their members at wholesale prices is 
illustrative of the desire—and the need—of industrial workers for immediate relief 
from high prices. It is very important to point out, as the cooperatives and respon- 
sible labor leaders have continuously done, that these operations have not been co- 
operatives in any sense. They have simply been purchase and sale operations 
planned as a dramatic protest against high living costs. 

Out of these experiences, out of an increasing concern on the part of many 
millions of Americans about their economic future, and also out of the realization 
that increased income means nothing if prices go up even faster, has come a wave 
of genuine interest in cooperatives in city after city throughout the nation. Espe- 
cially is this true among certain groups, by far the largest of which is organized 
labor. What this interest will produce in the way of sound, permanent coopera- 
tive organization will depend in large part upon what can be done to break the 
vicious circle described above. 

Attempts to do exactly that are now being tested in practical experience. One 
such venture is the construction of three large departnient stores by the Cooperative 
Development Corporation with funds bequeathed for the promotion of cooperation 
by the late Edward A. Filene. The Board in control of these funds hopes that 
shares in these department stores can be sold to their customers in sufficient 
amounts to replace all the C.D.C.’s money, whereupon the stores would become 
true consumer cooperatives. If the first stores are successful, more will be built. These 
stores will have the advantages of handling a wide variety of items, many of which 
are those on which consumers usually pay high mark-ups. Furthermore, they will 
be large-volume operations. 

Of even greater significance may be a new type of approach to the organization 
of cooperatives now being undertaken in some industrial areas, notably the vicinity 
of Detroit. Briefly, it consists of starting the business of a new cooperative, or 
sharply expanding the operations of an existing one, by conducting “food fairs,” 
where selected staple grocery, household-supply, and home-appliance items are 
bought: in one large shipment from a wholesale cooperative and sold on an ap- 











Trenps IN Ursan Cooperative DEVELOPMENT 461 





pointed day or days either “off the truck,” from a union hall, or at some other tem- 
porary location. Sales are not at “cost” nor at “wholesale prices,” but at a mark-up 
large enough to allow for safety and to make some patronage refund likely in the 
near future. Every effort is made to sell not only groceries but also shares of stock in 
the cooperative. So long as the only items sold are those upon which margins are 
sufficient to insure a saving for the purchaser without danger to the cooperative, 
it is possible in this manner to bring some immediate benefits. At the same time 
new cooperators are being enlisted in sufficient numbers, it is hoped, to make pos- 
sible the large volume which is so essential. 

After the food fairs and other devices have brought in enough capital to make 
it safe, the next step in this new cooperative method is to lease a building—but not 
a fancy store building. Instead, a very simple structure is secured, located where 
rail or truck delivery will be easiest. There the co-op starts a new type of distribu- 
tion to consumers. Items again are limited to those on which margins in the 
chains and other stores are such that it is almost certain that savings can be made 
for the consumer-patrons if they buy at the co-op. The entire operation is stream- 
lined as much as possible, case-lot and bulk sales are encouraged, and self-service 
is the rule. 

The results of these new departures cannot yet be judged. Perhaps they will 
not be as successful as some signs indicate they may be. Their success will de- 
pend, more than on any other factor, upon whether considerable numbers of 
American consumers are willing to change their buying habits sufficiently to put 
all their dollars into solid value in goods instead of spending part of those dollars 
for convenience, attractive shopping surroundings, and the costs of expensive ad- 
vertising. Even if such an attitude should not develop on a large scale, there is a 
good chance that cooperative membership will have been substantially increased and 
perhaps enough volume added to break the circle. Furthermore, there is nothing 
to prevent a co-op, after trying this low-cost distribution method, from branching 
aut into more traditional types of store operations, since comparatively little will 
have been invested in plant or facilities. 

There are also signs on the horizon that the interest of American city-dwellers 
in cooperatives is deeper and more determined than ever before, even if we disre- 
gard the new departures just discussed. For example, Michigan labor unions, 
largely the United Automobile Workers, recently purchased $150,c00 of preferred 
stock in Central States Cooperative to enable that wholesale cooperative to open 
a warehouse in Detroit. There is a growing impatience with inefficient methods 
and an increasing realization of the necessity of high-calibre management and of 
closer coordination between retail and wholesale cooperatives. There is active 
work being done to determine how—in what specific services and commodities— 
cooperatives can render the greatest service to city consumers, and a readiness to 
change old patterns, if necessary, to accomplish this. A new organization has been 


2Standard wages are of course paid to employed personnel. 
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formed, or rather an old one revived, wherein the contributions of foundations, labor 
unions, cooperatives and other interested groups can be pooled for the purpose of 
encouraging and guiding the development of urban cooperatives. This is known 
as the Council for Cooperative Development. The Cooperative League is making 
available all the resources and personnel which it can spare from other essential 
work for this effort. 

The situation is one of movement and ferment. Out of it may come a substan- 
tial development of urban cooperatives in the United States. In my judgment, the 
chance for such a development depends upon the morale of the interested people 
more than upon any other single factor. It depends, as the success of cooperative 
endeavors and enterprises all through history has depended, upon the number of 
people who see a goal of “a fifth of America’s business in the control of the people,” 
and who see it so clearly that they will loyally support their cooperatives in this 
period of development even if the immediate financial returns are not great. 











THE NON-PROFIT CORPORATION OR ASSOCIATION 
IN THE NON-AGRICULTURAL FIELD 


Raymonp W. Mitier* anp Hersert R. GrossMant 


This article is a factual presentation of the use in the business world of the non- 
profit corporation and association in the non-agricultural field. No attempt will be 
made to cover every type of business, but leading examples only will be dis- 
cussed to bring out instances where the corporation and association act as agents 
on a non-profit or cooperative basis primarily for the benefit of their members and 
patrons. The matter presented is intended merely as a guidepost pointing the 
various directions in which such organizations are journeying and is not a recom- 
mendation as to the direction that business should take. 


The corporation has until recently been operated primarily for the pecuniary 
profit of its stockholders! Beginning with the philosophy of the now famous 
adventure of the Rochdale pioneers in England in 1844, a new concept of doing 
business has developed—the doing of business on a non-profit or cooperative basis. 


It should be fully recognized that the theory of the non-profit or cooperative 
entities is to employ the corporation or association as an instrumentality which, 
making no gain for itself, serves its stockholders or patrons to the end that their 
profits may be increased or their expenses lessened. The chief reason for forming 
such bodies is to enable individuals or companies to accomplish jointly, through 
the corporate agent, what they cannot achieve singly or severally in competition 
with each other. 

The Associated Press? and the Canadian Press* are two prominent non-profit 


Member of the Mississippi bar. President and General Counsel, American Institute of Cooperation, 
1944-1947. Member of the Committee on Statement of the Law of Cooperatives, Division on Co- 
operative Corporations, American Bar Association, 1947. 

+ Member of the Virginia, Kentucky, and District of Columbia bars. Professor of Law and As- 
sistant Dean, Southeastern University Law School, 1925-1941. Associate General Counsel, American 
Institute of Cooperation, 1945-1947. 

2In the leading case of Dodge v. Ford Motor Company, 204 Mich. 459, 170 N. W. 668 (1919), 
noted in 17 Micu. Law Rev. 502 (1919) the court stated: “A business corporation is organized and 
carried on primarily for the profit of the shareholders. The powers of the directors are to be employed 
for that end. The discretion . . . does not extend to... the reduction of profits, or to the non- 
distribution of profits among stockholders in order to devote them to other purposes.” Id. at 684. 

* See Associated Press v. United States, 326 U. S. 1 (1945). This was a civil action wherein the 
United States successfully enjoined the Associated Press, composed of newspaper publishers, from 
combining cooperatively to violate the Sherman Antitrust Act. The opinion of the Court brought out 
the fact that the publishers of more than 1200 newspapers comprised the membership of the Asso- 
ciated Press and that it was a non-profit cooperative association incorporated under the membership 
corporation law of the state of New York. In the majority opinion, Mr. Justice Black significantly 
pointed out: “We need not again pass upon the contention... that because AP’s activities are 
cooperative, they fall outside the sphere of business.... When Congress has desired to permit 
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corporations the prime purpose of which is to act as service agents for their mem- 
bers. The Washington, D. C., Clearing House Association is a voluntary, non- 
profit, unincorporated association of member banks existing solely for the purpose 
of rendering service in the clearing of checks of all Washington banks and for the 
general welfare of its members. This is generally true of bank clearing houses. 
Most of the stock and commodity exchanges throughout the country are non-profit 
associations, and, unlike ordinary business corporations, do not operate for pecuniary 
gain.* 

The American Institute of Banking, a section of the American Bankers As- 
sociation, is a voluntary, non-profit, educational institution. Its object is effec- 
tively to train bank employees in theoretical and practical principles of banking 
and allied subjects. 

Public utilities have found that the non-profit corporation is a valuable purchas- 
ing agent for use by power companies in the joint acquisition of goods. For ex- 
ample, the operating subsidiaries of Engineers Public Service Company (Delaware) 
obtain economies and more efficient service through group operation of certain 
essential services, including executive, advisory, purchasing, sales promotion, insur- 
ance, accounting, statistical, tax, and corporate services. These services are furnished 
on a non-profit basis by Engineers Public Service Company, Inc. (New York), a 
mutual service organization wholly owned by the operating subsidiaries of Engi- 
neers Public Service Company.® 

Non-profit contract chain organizations have met the competition of the inte- 
grated corporate chain stores. Thousands of independently owned grocery stores 
have set up central wholesale purchasing non-profit corporations which have en- 
abled them to compete with the far-flung activities of the single corporate-operated 





cooperatives to interfere with the competitive system of business, it has done so expressly by legisla- 
tion.” Id. at 14. 

A statute allowing the formation of corporations not for profit without capital stock is not con- 
fined to religious, literary, or charitable corporations, or those of a similar nature, but applies to any 
corporation not for profit. See, e.g., Read v. Tidewater Coal Exchange, 13 Del. Ch. 195, 116 Atl. 898 
(1922) (coal dealer’s exchange agency to facilitate coal handling); McClure v. Cooperative Elevator 
& Supply Co., 105 Kan. 91, 181 Pac. 573 (1919); Equity Cooperative Packing Co. v. Hall, 42 N. D. 
523, 173 N. W. 796 (1919). A “mutual company” is one wherein the members constitute both the 
insurer and the insured, where the members all contribute, by a system of assessments, to the creation 
of a fund from which all losses: and liabilities are paid, and wherein the profits are divided among 
themselves in proportion to their interests. State v. Willett, 171 Ind. 296, 86 N. E. 68 (1908). 
Pennsylvania statutes, similar to those in a great many states, permit the creation of a- non-profit cor- 
poration “for any purpose or purposes which are lawful and are not injurious to the community.” 
Pub. L. 289, Art. II, §201, May 5, 1933. 

* The Canadian Press is a cooperative news-gathering and distributing association of the Canadian 
daily papers. It is the first cooperative news association in the Empire. This enterprise sells nothing, 
makes no profits, declares no dividends, owns no buildings or property except the furniture and fixtures 
in its bureaus, and is governed by the basic cooperative principle of “one paper—one vote.” Ford, 
The Canadian Press, Canadian Business, January 1, 1947. 

“Dickinson v. Board of Trade, 114 Ill. A. 295 (1904); Constitution of the New York Stock Ex- 
change, Art. I, §2; In re Haebler v. New York Produce Exchange, 149 N. Y. 414, 44 N. E. 87 
(1896); White v. Brownell, 3 Abb. Pr. (Nn.s.) [N. Y.] 318 (1868) (aff'd 2 Daly 329); Crane, Parris 
& Co., v. Clearing House Ass’n, 2 Pa. Dist. 509 (1893). 

* Financial and Statistical Report for the year 1944, Engineers Public Service Company (Delaware). 
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multiple-outlet chain stores. An example of this is found in the District Grocery 
Stores, Inc. in Washington, D. C. 

There are approximately 400 grocery cooperatives in the United States, having 
a membership of more than 50,000 retail stores. Some of the well known grocery 
cooperatives are the Red and White Corporation and the Independent Grocers 
Alliance of America. The twentieth century has also produced the hardware co- 
operative. Drug cooperatives were first organized in the late Eighties. 

Cooperative retail oil companies play a large part in the petroleum field. The 
Cottonwood Oil Company is considered the first consumers’ cooperative oil company 
in the country, having been started at Cottonwood, Minnesota, in 1921. The Free- 
born County Cooperative Oil Company, of Minnesota, is one of the large coopera- 
tive retail distributors of petroleum products. The Trico Cooperative Oil Asso- 
ciation is an association of local cooperatives, located in Cloquet, Minnesota. In 
1946, the Midland Cooperative Wholesale purchased 440 acres of oil lands in 
Oklahoma, yielding 1,600 barrels of crude oil daily. The Farmers Union Central 
Exchange of St. Paul owns a cooperative petroleum refinery in Laurel, Montana. 
Other cooperatives in the oil field are Consumers Cooperative Association (Kansas) ; 
_ National Cooperative Refinery Association; Eastern Cooperative Wholesale (New 
York City); and Consumers Cooperatives Associated (Texas). 

In the department store field, the E. A. Filene Cooperative venture is said to 
be the first customer-owned department store in the United States. It is located 
in the Shirlington Shopping Center, in Arlington County, Virginia, near Wash- 
ington, D. C., and was first opened in February, 1948. The store occupies a three- 
story building with 52,000 square feet of floor space and started with an inventory 
of about $250,000.00. A similar cooperative is expected to be completed in 1948 
in Providence, Rhode Island, and another is to begin in Irvington, New Jersey. 

Cooperative retail stores are found everywhere. One of the largest in North 
America is the Cloquet Cooperative Society of Cloquet, Minnesota. The purpose, 
as expressed in the by-laws, is not only to furnish members with essentials of liv- 
ing but also to “aid in bringing about a complete change in the present system of 
production and distribution, and in developing a new and just system serving 
the interests of the community.” The society also furnishes its members with the 
services of a credit union, a burial association, and an insurance agency. 

The Cooperative Trading Company of Waukegan, Illinois, is both a producers’ 
and consumers’ cooperative dealing in basic food and automotive supplies. An- 
other well-known store society is the Brule Cooperative Association, Brule, Wisconsin. 

The American Indian has gone in for cooperation, too. Indian cooperatives to 
market the handicraft products of various tribes exist among the Winnebago In- 
dian families in Wisconsin, the Navajos in New Mexico, and the Chippewa 
Indians in North Dakota. 

Several million American motorists have built a non-profit service corporate 
institution in the American Automobile Association. Having no stockholders, the 
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AAA devotes its revenues to providing a series of specialized services for a large 
segment of the car-owning public.® 

In 1945 a group of labor-union, church, and other similar organizations decided 
that there should be a unified effort in purchasing goods so that individuals in the 
United States could ship packages with guaranteed delivery to specified persons 
abroad. A committee was appointed to investigate the best way to handle this, 
and after careful consideration accepted the plan of Dr. Lincoln Clark, now Pro- 
fessor of Business Administration, University of Tennessee, for a non-profit cor- 
porate entity (non-charitable). Accordingly, such an organization was set up under 
the laws of the District of Columbia under the name of Cooperative for American 
Remittances to Europe, commonly known as CARE. Formerly, single organiza- 
tions and individuals could not get packages to friends and relatives in Europe, 
except at excessive cost and with extreme hazards. But by the use of this non- 
profit corporate device, functioning as a procurement and shipping agent at cost, 
both individuals and institutions have reaped the benefits of efficient mass distribu- 
tion, and Europe is receiving a demonstration of cooperative private enterprise in 
action in a capitalistic economy.” 

The high cost of hospitalization has been one of the most troublesome factors 
in the family budget. Sociologists and economists have studied the problem for 
many decades. The middle-class American family has been perpetually under 
the hazard of financial liquidation by unexpected hospital and medical expenses. 
Today, through the non-profit corporate entity, with certain added insurance fea- 
tures, the medical profession and the hospitals can make their respective services 
available to the average individual and family at fair and reasonable fees. This 
is accomplished by the Blue Cross Hospital Plan, a non-profit cooperative service 
agency for securing hospital facilities for members. The individual hospitals from 
which services are obtained have also benefited. This plan has eliminated bad 
debts and made hospitalization a possibility for thousands who have never before 
had available anything but home facilities for recovery from sickness. The Blue 
Cross Hospital Plan is the largest non-profit cooperative in the world. From its 
incorporation in 1937, it had grown by October 1, 1947, to a membership of nearly 
29,000,000 in the United States, Puerto Rico, and Canada. 

What is said to be the first cooperative hospital in the United States is the 
Farmers Union Cooperative Hospital Association, which owns and operates the 
Community Hospital of Elk City, Oklahoma, for the use of its members. The 
patient is charged on a basis sufficient to defray staff and hospital expenses and no 


®See Charter and By-laws of the American Automobile Association, incorporated April 29, 1910, 


Connecticut. 

™“The Cooperative for American Remittances to Europe (CARE) is shipping individual food 
packages to persons in Europe the cost of which is paid for by donors in this country. CARE operates 
as a private, non-profit cooperative food distributor with the sanction and cooperation of the various 
governments. Its activities are proving daily that the efficiency of private business can be utilized 
in world relief distribution.” ProcEEpINcs oF THE Bosron CONFERENCE ON DIsTRIBUTION, 1946. See also, 
C.A.R.E., Inc., Fortune, Dec. 1947, p. 127 et seq. 
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more. The forming of hospital associations was outstanding during 1946, especially 
in the territory west of the Mississippi River. At the end of 1945, there were six 
cooperative hospitals operating, one each in Texas, Minnesota, Florida and Kansas, 
and two in Oklahoma; by the close of 1946, there were at least nine cooperative 
hospitals actually operating and thirteen more were being formed. Twenty-two 
more are now planned in various states. 

Group Health Association, Washington, D. C., is a well known cooperative 
operating a clinic and pharmacy. Originally organized to serve only federal em- 
ployees, it adopted early in 1946 the open-membership principle on a group basis, 
serving Negroes as well as whites. The Association has purchased 20,000 square 
feet of land and plans to erect a medical center. 

Closely allied to hospitals and medical care are the cemeteries. There are many 
cemetery and burial associations conducted on the non-profit basis. In some juris- 
dictions the declared policy of the law prevents the formation of cemetery asso- 
ciations for the purpose of making pecuniary profit either to the corporation or to 
its members. In such states the members cannot make a profit for themselves from 
the sale of lots or other revenue of the cemetery, nor can they make a gift of their 
revenue to another and independent corporation.® 

In order to reduce the cost of funerals, there exists the Minnesota Valley Burial 
Association, the largest of the numerous burial associations located in Iowa, Minne- 
sota, and South Dakota. In 1932, the Northwestern Cooperative Burial Association 
was chartered; it is composed of all the local cooperative burial associations in these 
three states. In 1945, there were forty-two farmers’ non-profit burial associations 
serving an estimated 37,000 members or participants.® 

Non-profit housing ventures are being undertaken all over the United States.!° 
Veterans, who have priority in the building field and the advantage of government 
loans and guarantees, are particularly active. In some places veterans are taking 
over the complete development of outlying tracts of land, including the installa- 
tion of utilities, highways, streets, etc.; in others, they plan to take over existing 
buildings for redesigning or remodeling on a non-profit basis for the benefit of 
their tenant-association members. One association is backing homestead develop- 
ments in Alaska. The Veterans’ Co-operative Housing Association was the suc- 
cessful bidder in 1948 in the District of Columbia for Naylor Gardens—a 748-unit 
apartment development erected by the Federal Government during the last war. 
The project will be veteran-owned and -operated. 

Planned housing units in general range in types from single-family dwellings 
on city lots to huge apartment buildings, and to subsistence homesteads with several 
acres of land. On one university campus, a students’ cooperative composed of 
veterans is erecting prefabricated homes for themselves and their families. 


* Brown v. Maplewood Cemetery Ass’n, 85 Minn. 498, 89 N. W. 872 (1902); Clark v. Rahway 
Cemetery, 69 N. J. Eq. 636, 51 Atl. 261 (1905). 

* Burt. No. 890, Bureau of Labor Statistics (U. S. Dep’t Labor 1947). 

2° Nonprorir Housinc IN THE UniTep States, Buty. No. 896, Bureau of Labor Statistics (U. S. 
Dep’t Labor 1947). 
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As early as 1932, the Amalgamated Clothing Workers’ Union of New York City 
completed a new block of homes containing 115 apartments and having 426 rooms, 
located in the Bronx. During the period 1927-30, the union’s non-profit housing 
activities provided living space for 857 families. Many labor groups are now foster- 
ing new housing developments on the non-profit plan. Examples are the printing- 
trade workers in Washington, D. C., and members of a local of U.A.W.-C.LO. in 
South Bend, Indiana. Other housing developments on the cooperative basis are 
being started by members of labor unions in Racine, Wisconsin, and in other cities 
across the country. 

In St. Paul and Minneapolis, a unique housing cooperative, consisting of three 
cooperators, one of whom owns the land, another being an architect, and the third 
a contractor, is building a complete village of 1200 acres on the home-inviting shores 
of a beautiful lake. 

An outstanding cooperative project in urban development is now being under- 
taken by the East River Cooperative Apartments in lower Manhattan in the city 
of New York. It will provide 796 apartments in 12-story buildings that will 
occupy not over one-fourth of the land area of four blocks. 

So extensive is the field of non-profit housing that in Chicago in May, 1946, a 
national conference of housing cooperatives authorized the creation of the National 
Cooperative Mutual Housing Association to work in harmony with other national 
cooperative associations, such as the Cooperative Congress, the Cooperative League, 
the Cooperative Finance Association, and National Cooperatives. The activities 
of these bodies cover the entire range of non-profit effort in the consumer field. 

Students’ cooperatives are becoming more and more popular. Cooperatives exist 
on many a college campus for furnishing rooms, meals, and school supplies. The 
University of California Students Cooperative Association in 1933 commenced oper- 
ations by serving meals and operating six houses for students. Since then it has 
purchased a large residential hotel which, with equipment, cost over $125,000 and 
covers nearly half a city block. 

At Seattle the Students Cooperative Association, whose members attend the 
University of Washington, has been organized; students at the University of Chi- 
cago formed the United Cooperative Projects, a federation, to perform various 
services for them; the University of Kansas Student Housing Association operates 
rooming and boarding houses for students. There are many more similar organiza- 
tions throughout the collegiate world rendering excellent, faithful, and essential 
services to students on a non-profit basis. 

Credit unions constitute one of the largest segments of non-profit corporations 
and associations. A credit union is a group of persons, associated in daily life, 
who agree to form an organization under either state or federal laws for the purpose 
of building up a fund with their savings in order to make needed loans, at reason- 
able interest rates, to members of the group. The group usually consists of em- 
ployees of a single employer, such as workers in an office, store, manufacturing 
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plant, railroad, or government agency. Of the latter, the Postal Credit Union of 
federal postal employees is an outstanding example. In some cases the common 
bond consists of membership in a church, a labor union, a cooperative, or merely 
residence in a small rural community. 

The first credit union in the United States was created in 1909 in the Roman 
Catholic parish of Ste. Marie in Manchester, New Hampshire. The first state credit 
union law, or enabling act, for the organization and supervision of credit unions 
was that of Massachusetts in the same year. This Massachusetts legislation of 1909 
is considered the foundation of the organized credit union movement in this 
country. 

Religious bodies and churches have used credit unions extensively. About 575 
credit unions have been formed among members of local churches in the United 
States and Canada. About 446 of them are in Roman Catholic parishes, 88 in 
Protestant churches, 19 in Jewish congregations, and 22 within other religious 
groups.?? 

Federal credit unions are chartered and supervised by the Federal Deposit In- 
surance Corporation.!* In addition to the federal statutes, the laws of forty-four 
_ states and the District of Columbia now provide for the chartering of credit unions. 

There are over 11,700 credit unions now functioning in the United States and 
Canada. More than 9,000 of these are in the United States, with over 3,000,000 
members who have’ accumulated more than $500,000,000 in savings. Over two- 
fifths of the active credit unions in the United States are federally chartered. 

Credit unions are also known as “cooperative banks” or “people’s banks.” In 
Massachusetts, however, the term “cooperative banks” signifies incorporated bodies 
which elsewhere are known as building and loan associations. 

Credit unions and commercial banks get along well together in our free econ- 
omy. There is a division of labor between the two institutions. Credit unions 
generally cater to the short-term credit needs of people in the low-income brackets 
whom the commercial banks do not often serve; furthermore, the credit unions 
themselves maintain accounts in the banks. 

Credit unions have rendered the greatest service in the field of small loans to 
borrowers of character. The annual charge collected by credit unions based on the 
rate for $100 loans, is 12 per cent, whereas a few years ago the typical rate charged 
by personal loan departments of most banks was 17.3 per cent; remedial loan so- 
cieties, 15.6 per cent to 18.9 per cent; installment buying, 11 per cent to 40 per 
cent and more; pawnshops, 36 per cent; unlicensed savings and loan associations, 
28.5 per cent; personal finance companies, up to 42 per cent; unlicensed lenders, 
240 per cent to 1000 per cent and more.'® 

One of the oldest of the people’s business organizations is the farmers’ mutual 


%1 Benson Y. Lanpis, THE CHuRcH AND Crepir Unions (pamphlet published by the Federal Council 


of Churches of Christ in America, 1947). 
481947 Reorg. Plan No. 1, §401, 12 Fev. Rec. 4534 (1947). 
28 ConsuMeRS UNION REPoRTS (May, 1936). 
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insurance association, extending to almost every form of insurance—life, health 
and accident, automobile, home, furniture, hospital and medical, and fire. These 
companies are genuine “mutuals” and true cooperatives, unlike some of the large 
life insurance companies which are mutual in form but frequently not so in spirit. 
In 1945 there were about two thousand farmers’ mutual fire insurance companies, 
with over $11,000,000,000 of insurance in force. A few of them have operated for 
over a hundred years and more than half of them have been in business over fifty 
years. In 1946, in Indiana, the Farm Bureau Fire & Tornado Insurance Company 
was launched. The Ohio Farm Bureau insurance companies write fire, life, and 
automobile insurance in twelve states and the District of Columbia, employing over 
1,300 employees. Some other well known cooperative insurance companies are the 
Cooperators’ Life Association (Minneapolis), Cooperators’ Life Mutual (Wiscon- 
sin), Cooperative Mutual (Wisconsin Automobile Insurance Company), American 
Farmers’ Mutual, The Workmen’s Mutual Fire Insurance Society, Farmers’ Auto- 
mobile Inter-Insurance Exchange (Los Angeles), National Grange Mutual Liability 
Company (New Hampshire), and Great States Life Insurance Company (Illinois). 

The numerous cooperative electric power companies are spearheaded by the ac- 
tivities of the federal Rural Electrification Administration.1* Through self-liquidat- 
ing loans, REA provides 100 per cent financing for constructing rural electric fa- 
cilities to serve rural people who do not have central station electric service. The 
law provides that, in making such loans, preference shall be given to public bodies, 
cooperatives, and non-profit or limited-dividend associations.1® 

During the fiscal year 1947, Congress had authorized loan funds totaling ap- 
proximately $1,075,628,000, of which more than $1,000,000,000 had been allocated 
to over 1,000 borrowers by the third quarter of the fiscal year 1947, for the construc- 
tion of electric distribution, generation, and transmission facilities and for the pur- 
chase and installation of electrical appliances. REA also provides engineering and 
legal consultation and other assistance to new borrowers. 

In 1946, according to the REA, there were 918 farmer cooperative electric power 
and light associations in the United States with an estimated membership or par- 
ticipation exceeding 1,549,056. 

The latest figures for farmers’ mutual telephone companies are those of 1937, 
issued by the Bureau of the Census, according to which there then were 32,879 such 
cooperative associations in the United States, serving over 669,344 participants. 

According to the 1940 census there were 4,356 mutual non-profit irrigation com- 
panies in the country. Where there is no offer or holding out to the public and the 

44The REA was created by Executive Order No. 7037 of May 11, 1935, under authority of the 
Emergency Relief Appropriation Act of 1935, approved April 8, 1935 (49 Stat. 115). Statutory pro- 
vision for the agency was made in the Rural Electrification Act of May 20, 1936 (49 Stat. 1363, 7 
U.S.C. §§901-914). It was made a part of the federal Department of Agriculture in 1939. In 


1944 Congress liberalized the terms of REA loans and removed the time limitation from its lending 


program (58 Stat. 739, 7 U.S.C. §903 (Supp. 1946) ). 
*5Unrrep Stares GovERNMENT Manuat (2d ed. 1947), Government Information Service, Office 


of Government Reports, Washington, D. C. 
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service is extended only to certain individuals as a matter of accommodation or for 
particular reasons, the supplying of water for irrigation is not deemed a public 
use. Accordingly a mutual cooperative water company is not subject to the juris- 
diction of a public utility commission; nor may it exercise the prerogative of emi- 
nent domain.!¢ 

The radio cooperative is a newcomer to non-profit enterprise. Ohio’s farmers 
have long protested against what they considered hurried and inadequate radio 
programs. Accordingly, WRFD, Ohio’s first rural radio station, was created, backed 
by more than 55,000 members of the Ohio Farm Bureau Federation. The station 
began serving the farmers on September 27, 1947.17 There is only one other known 
licensed radio cooperative—the Potomac Cooperative Federation. It does not yet 
have its radio in operation, but ground was broken for its transmitter station in 
October, 1947.18 

Throughout this discussion reference has been made to these non-profit busi- 
nesses as “corporations.” It should be remembered that in many instances such 
businesses are not incorporated, but function under various statutes as “associa- 
tions,” “societies,” and the like, enjoying a quasi-corporate status. The use of the 
word “association” or “society” gives no indication whether the business is in- 
corporated or not. For the most part these organizations are incorporated, except 
in cases such as the American Institute of Banking and the New York Stock 
Exchange. 

The non-profit commercial corporation~is not a cure-all for the ills of business. 
It must be operated as efficiently as a profit corporation because it definitely is an 
agent acting in the role of securing individual profits or savings for its members. 
It is, however, a lawful agency which a multitude of individuals, partnerships, and 
corporations may effectively and profitably use in the performance of a segment 
of their business activities. It should be viewed as.a corporate tool to be used 
jointly with others when needed. If an organization is large enough to handle its 
own off-premise business in such a way as to meet competition and secure volume 
prices, then there is no need for it to become part of any non-profit corporate 
venture. On the other hand, the American economy is largely predicated upon 
small ownership and individual operation of businesses. In servicing the medium- 
sized operations, it is increasingly important to utilize the non-profit corporation 

3®De Pauw University v. Public Service Commission of Oregon, 247 Fed. 183 (D. Ore. 1917), 253 
Fed. 848 (D. Ore. 1918); Southern California Edison Co. v. Railroad Commission of California, 194 
Cal. 757, 230 Pac. 661 (1924). See also the Carey Act, 41 Strat. 1085 (1921), as amended, 43 U.S.C. 
§641 ef seq. (1940). It has been held that a non-profit cooperative corporation supplying electric service 
to its members only is not a public service corporation and therefore not subject to regulation by the 
Commission. Inland Empire Rural Electrification v. Department of Public Service of Washington, 
199 Wash. 527, 92 P. 2d 258 (1939); Garkane Power Co. v. Public Service Commission, 98 Utah 466, 


100 P, 2d 571 (1940); Department of Public Utilities v. R. O. McConnell, 198 Ark. 502, 130 S. W. 
2d 9 (1939); Witut1am MEADE FLETCHER, CYCLOPEDIA OF THE Law oF PRIVATE CORPORATIONS 
§68 et seq. (Perm. ed. 1931). 

17 News for Farmer Cooperatives, p. 5, Jan. 1948. 

2° Letter dated February 13, 1948, from Ewan Clague, Commissoner of Labor Statistics, U. S. Dep't 
Labor, Washington, D. C., to the authors. 
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to obtain for these individual units the efficiency and service enjoyed by members 
of a mass integrated organization. This peculiarly democratic corporation may be 
used in such a manner that individual ownership and operation of home and busi- 
ness will be made more attractive and secure. Many large organizations also find 
that the public can be better served by using such a joint corporate structure for 
certain services the costs of which would be excessive if performed severally. 

One of the best defenses of the American businessman against the inroads of 
undue state regulation in the field of individual initiative lies in the joint use of 
a corporation created to serve as agent, without profit, in the rendering of essential 
services which he can neither afford nor accomplish by himself. 





THE TREND OF JUDICIAL DECISIONS IN 
COOPERATIVE MARKETING* 


Frank Evanst anv Irwin CLawsont 


The rising cost of living, together with the increase in the expense of operation 
of farms, has focused the attention of the public on the need for greater economies 
in the production and distribution of products of the soil. The conviction is grow- 
ing that these economies may be realized through cooperatives. It has been demon- 
strated on a vast scale, over a period of nearly half a century, that the growing, 
selling, and transportation processes by which food is supplied to the public are 
more effectively handled through legalized combinations of producers than by any 
other known means, and, as a very important part of this complicated process, the 
exacting demands for both quantity and quality are realized. 

Every arrival in the business arena bringing with it a new idea has been com- 
pelled to justify its existence not only in practice but also under the scrutiny of the 
courts. Not all have survived, but the cooperative corporation has made constant 
progress and now is so firmly established that it has come to be regarded as a 
permanent part of the American economic system. 

That type of litigation designed to test the validity of the cooperative is steadily 
decreasing, and rarely do we find, in these days, a judicial challenge to the founda- 
tion upon which these institutions are built. Occasionally, a case is found con- 
cerning some activity other than agriculture where cooperative principles are in- 
volved and by which some additional light may be reflected upon the agricultural 
cooperative. A good example is the Associated Press case.1 No doubt the public, 
as well as the bar, was surprised to find that this institution, wholly different in 
character from the agricultural cooperative, was treated by the Court as a coopera- 
tive organized and operating on the same principles as the agricultural coopera- 
tive. As was to be expected, the case aroused widespread interest. The government 
sought and obtained a conviction for violation of the Sherman Act. The association 
was classified as non-profit, and operated on a membership basis. Its by-laws set 
forth its plan of operation so far as new members were concerned, and in relation 
to that plan the Court said: 


* The following article is based upon a similarly entitled paper presented by Frank Evans at a 
meeting of the American Institute of Cooperation and later reprinted with amendments and distributed 
by the American Farm Bureau Federation. 

+ Member of the Utah bar and of the American Bar Association. General Counsel, American Farm 
Bureau Federation, 1927-1929; member of Federal Farm Board, 1931-1933. Author (with E. A. 
Stokdyk) of THe Law or AGRICULTURAL COOPERATIVE MARKETING (1937). 

+B.A. 1914, University of Utah; J.D. 1916, University of Chicago. Member of the Utah bar 
and of the American Bar Association. Attorney for several cooperatives in Utah. 

4 Associated Press v. United States, 326 U. S. 1 (1945). 
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Undisputed evidence did show . . . that its By-Laws had tied the hands of all of its 
numerous publishers, to the extent that they could not and did not sell any part of 
their news so that it could reach any of their non-member competitors. In this respect 
the [trial] Court did find, and that finding cannot possibly be challenged, that AP’s By- 
Laws had hindered and restrained the sale of interstate news to non-members who 
competed with members.” 


On the question of special exemption of cooperatives under the Sherman Act, the 
Court added: “It is significant that when Congress has desired to permit co-opera- 
tives to interfere with the competitive system of business, it has done so expressly 
by legislation,”® citing the Capper-Volstead Act* and the Clayton Act.5 

The majority opinion was delivered by Mr. Justice Black. A vigorous dissent 
was voiced by Mr. Justice Roberts, who charged that the majority was making a 
public utility out of the Associated Press, while Mr. Justice Murphy contended that 
the restrictions were permissible because the members were merely trying to pre- 
serve an advantage gained by business sagacity. 

It is generally believed that the issue as to exemption of agricultural cooperatives 
from the antitrust laws was definitely settled more than two decades ago. The 
Supreme Court in a unanimous opinion in the Liberty Warehouse case® made the 
following statement: 


It is stated without contradiction that co-operative marketing statutes substantially 
like the one under review have been enacted by forty-two states. Congress has recognized 
the utility of co-operative associations among farmers in the Clayton Act, 38 Stat. 730; 
the Capper-Volstead Act, 42 Stat. 388; and the Cooperative Marketing Act of 1926, 44 
Stat. 802. These statutes reveal widespread legislative approval of the plan for protecting 
scattered producers and advancing the public interest. Although frequently challenged, 
we do not find that any court has condemned an essential feature of the plan with the 
single exception of the Supreme Court of Minnesota in the above cited case.? 


To the same effect were the decisions of other courts.® 
Recently, however, the issue has again come into the forefront,® and no doubt 
it will continue to be raised because of the very nature of the subject matter in- 
volved. For the public conscience has always been especially sensitive to restraints 
of trade when the particular commodities sought to be controlled have been the 
necessities of life. ‘That the means of securing control were legitimate has never 
been enough; it was the end in itself that was condemned. Thus in very early times 


"Id. at 13. 

*Id. at 14. 

“42 Star. 388 (1922), 7 U.S.C. §§291, 292 (1940). 

538 Srat. 731 (1914), 15 U.S.C. §17 (1940). 

« Liberty Warehouse Co. v. Burley Tobacco Growers’ Co-op. Marketing Ass’n, 276 U. S. 71 (1928). 

Id. at 92-93. ; 

® Warren v. Alabama Farm Bureau Cotton Ass’n, 213 Ala. 61, 104 So. 264 (1925); Arkansas 
Cotton Growers’ Co-op. Ass’n v. Brown, 168 Ark. 504, 270 S. W. 946, 1119 (1925); Manchester Dairy 
System v. Hayward, 82 N. H. 193, 132 Atl. 12 (1926); Tobacco Growers’ Co-op. Ass’n v. Jones, 185 
N. C. 265, 117 S. E. 174 (1923); Northern Wisconsin Co-op. Tobacco Pool v. Bekkedal, 182 Wis. 
571, 197 N. W. 936 (1924). 
* United States v. Dairy Co-op. Ass’n, 49 F. Supp. 475 (D. Ore. 1943). 
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the English courts nullified patents of the Crown and invalidated contracts in 
restraint of trade. 

The point here to be emphasized, however, is that the operations of the modern 
cooperative corporation, even though it does restrain trade, and though it deals with 
the necessities of life, are not attended by any of the forbidden practices referred to 
in the early cases, where the parties were actuated primarily by the profit motive. 
The structure and the purposes of the agricultural cooperative are such that to be 
guided by the profit motive would be self-destructive—destructive of the institution 
itself. The cooperative’s only guaranty of success is faithful service to those who 
buy and consume its products. Mere profit-making, which is the motivation of 
the organizations condemned for restraints of trade, is not and cannot be a motive 
in the true cooperative association. This was recognized as early as 1926, when 
the Supreme Court of North Carolina?® made this observation: 


The co-operative marketing system was forced into existence to guarantee fair prices 
to the producers, a fair wage for labor and to prevent extortion upon the consumer.... 

There is no analogy between the proceedings to dissolve the great trusts which have 
benefited by this system, as in the Standard Oil and American Tobacco cases and others, 
and these associations for the protection of the producers.14 


The desirability, however, of free competition in trade is only relative, and de- 
pends upon existing economic conditions.!? The early English laws on monopoly 
were the forerunners of the American doctrine, and were, of course, designed to 
meet local conditions existing at the time of their adoption. The identical doctrines 
have been preserved, but in their application to the larger and more complex 
problems of the present day, under constantly changing economic conditions, they 
have been found inadequate. 

We do encounter relics of these ancient common-law offenses in our state con- 
stitutions and statutes, although the last of the English laws was repealed in 1844.'* 
Minnesota’s constitution, for example, provides that any combination designed to 
monopolize the markets for food products or to interfere with or restrict the free- 
dom of such markets is a criminal conspiracy.1* The meaning of this provision 
as defined by the Minnesota Supreme Court!® in sustaining the constitutionality 
of the cooperative marketing law is of interest. The court said: 


This provision of the Constitution is restrictive only. 
The law is purely one of expediency, and to better the economic condition of the pro- 
ducers. ... It aids and harmonizes with the- constitutional provision, which is aimed 


2° Tobacco Growers’ Co-op. Ass’n v. Jones, 185 N. C. 265, 117 S. E. 174 (1923). 

11d. at 179. 

13 See Burley Tobacco Society v. Gillaspy, 51 Ind. App. 583, 100 N. E. 89 (1912); Northern Wis- 
consin Co-op. Tobacco Pool v. Bekkedal, 182 Wis. 571, 197 N. W. 936 (1924); Potter v. Dark Tobacco 
Growers’ Co-op. Ass’n, 201 Ky. 441, 257 S. W. 33 (1923). 

18 12 Geo. Ill, c. 71 (1772); 6 Geo. IV, c. 95 (1824); 7 & 8 Vicr., c. 24 (1844.). 

24Minn. Const. Art. IV, §35. 

18 Minnesota Wheat Growers’ Co-op. Marketing Ass’n v. Huggins, 162 Minn. 471, 203 N. W. 


420 (1925). 
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at those who hoard and speculate in food products, and who interfere arbitrarily and arti- 
ficially with the natural flow of commerce in such products.1® 


A similar provision of the Utah constitution provides that any combination 
having for its object or effect the controlling of the price of any products of 
the soil is declared to be against public policy and is prohibited.17 This important 
measure, adopted fifty years ago, was passed by the constitutional convention 
after a heated debate in which practices generally approved today were condemned. 
The Idaho and Montana constitutions have similar provisions with reference 
to products of the soil.1® Other state constitutions provide against trusts and 
monopolies without special reference to food supplies or products of the soil,!® 
while the statutes of a number of states make special reference to agricultural 
products.”° 

In interpreting such provisions, in the earlier cases the courts construed them 
as opposing cooperative marketing organizations; in the later cases, as favoring 
them. But it must be borne in mind that when the earlier cases were decided 
there were few, if any, cooperative marketing statutes declaring, as such statutes 
do, a newly developed public policy.?4 

This definite but gradual change is most significant and far-reaching in its ef- 
fects, both economically and judicially. In its early stages, progress was slow but 
none the less persistent, and at every step it has met with resistance. Though 
the United States is now generally committed to the new doctrine through the 
declarations of legislatures and judicial decisions, there are those who periodi- 
cally raise the old issues or exercise their ingenuity to suggest new ones. An ex- 
cellent example of this opposition is found in the attitude of one of the concurring 
judges in a Washington case”? who, though compelled to recognize the modern 
trend, qualified his assent by saying that he was not in accord with the repeated 
decisions of that court sustaining the cooperative contract, but that, since this ‘had 
become the established law, the “appellants put their necks within the halter, and 
there is no escape.”*8 

Another illustration, and one which is quite typical of these periodic efforts at 
resistance, is the present campaign on the question of taxation. It may readily be 
conceded that there are points of unquestionable merit in these elaborate programs 
of attack against the cooperatives, but generally, as time will surely demonstrate, 
the programs are faulty, inaccurate, and-in many respects misleading and deceptive. 

467d. at 422. 27 Uran Const. Art. XII, §20. 

28 Ipano Const. Art. XI, §18; Mont. Consr. Art. XV, §20. 


2° Ariz, Const. Art. 14, §15; Wass. Const. Art. 12, §22; Miss. Constr. Art. 7, §198; Ky. Const. 
$198. ; 

#° Ara, Cone, tit. 57, c. 6, §§106-108 (1940); Business and Professions Code, §16720, Deering’s Cal. 
Code, 1944; Smith & Hurd’s Int. Ann. Srat., c. 38, par. 569 (Perm. ed. 1935); Iowa Cope §§553.1, 
553-10 (1946); Vernon’s Ann. Penal Code, Texas, tit. 19, c. 3, ARTS. 1632 to 1644 (1925). 

"Cf. Liberty Warehouse Co. v. Burley Tobacco Growers’ Co-op. Ass’n, 208 Ky. 643, 271 S. W. 
695 (1925). 

** Grays Harbor Dairymen’s Ass’n v. Engen, 130 Wash. 169, 226 Pac. 496 (1924). 
"1d. at 498. 
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The present status of the controversy is so far from final settlement that it would 
be futile to attempt to crystallize out of the present confusion any conclusions show- 
ing the trend on this subiect. It might be well to suggest at this point that the 
defense should take the same form as heretofore. There should be a strict adher- 
ence to facts. Let the case of the cooperative rest upon its own merits and avoid 
resort to the common practice of denouncing the opposition. If the assailants 
succeed in pointing out any weaknesses or errors in structure or operation, these 
should be corrected. é 

Retrospectively, a few illustrative early cases, followed by the more recent ex- 
pressions of courts and legislatures, will bring into focus the well marked, step-by- 
step development of the law by which the present-day cooperative is authorized 
and governed. In an Illinois case?* in 1895, a cooperative milk association sought 
to recover for milk sold and delivered to the defendants pursuant to an agreement. 
The statute prohibited any combination to regulate or fix the price of any com- 
modity, and provided that no person transacting business with such a combination 
should be liable for the price of any commodity purchased from it. According to 
the by-laws of the association, some of its objects and purposes were to secure to 
.the producer a just return for his product and to the consumer a pure and whole- 
some quality. The association did periodically, but not arbitrarily, establish the 
price at which milk was to-be sold. The court decided that the association came 
within the terms of the state antitrust statute, and held it to be a combination in 
restraint of trade, denying a recovery under the contract of purchase. 

In the case of In re Grice in 1897,75 a federal court, in construing a statute which 
prohibited all combinations in restraint of competition and exempted from its pro- 
visions “agricultural products or livestock while in the hands of the producer,” 
said: “This statute under discussion is clearly class legislation. . . .”26 

Students of cooperative marketing law are familiar with the Connolly case,?" 
which was invariably cited as an authority opposed to exempting agricultural pro- 
ducers as a class from the operation of the antitrust laws. In this case, decided five 
years after the Grice case, the Supreme Court, in construing an Illinois statute almost 
identical with the law involved in the Grice case, exempting “agricultural products 
or livestock while in the hands of the producer,” used this language: 


. . . if combinations of capital, skill or acts . . . are hurtful to the public interests and 
should be suppressed, it is impossible to perceive why like combinations in respect of 
agricultural products and livestock are not also hurtful.?8 


At the time this decision was written, all combinations in restraint of trade 


were regarded as inimical to the public interest. Because of the abstract principle 
set forth in the language quoted, the Connolly case became a controlling decision. 


**Ford v. Chicago Milk Shippers’ Ass’n, 46 Ill. App. 576, 39 N. E. 651 (1895). 
85 In re Grice, 79 Fed. 627 (N.D. Texas 1897). 

8° 1d. at 646. 

*™ Connolly v. Union Sewer Pipe Co., 184 U. S. 540 (1902). 

*° 1d. at 563-564. 
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The Decorah case”® is of great interest to the farmer cooperator. Three hundred, 
and fifty farmers at Decorah, Iowa, engaged in raising hogs, decided to enter into 
a cooperative arrangement for the marketing of their product. They organized a 
society and for two years engaged in cooperative selling, marketing 25,000 hogs 
and distributing $430,000 among their members. Their purpose was not to pile 
up a surplus and pay dividends, but “to establish a market where the farmers would 
receive for their hogs what they were worth in Decorah.” At this point a hog 
buyer for the Chicago market brought suit against the association, complaining 
that this group of farmers, by their combined action, were making it necessary for 
him to pay more for hogs in that locality than he had paid before, and he urged 
those familiar doctrines of the law—restraint of trade, monopoly, and stifling of 
competition. The Supreme Court of Iowa upheld a permanent injunction against 
this little group of producers. The court, speaking through Mr. Justice Deemer, 
said the “plaintiff was placed at a disadvantage and could not compete with the 
society in purchasing hogs from its members, and the members were not free to 
deal with plaintiff. If they dealt with him, he either forfeited his profits, by reason 
of having to pay teo much for his hogs, or they forfeited a part of the purchase 
price as a penalty for selling to another.” “To our minds,” said the court, “this 
was undue restraint of competition.”®° This was recognized as a leading case in 
the application of the old doctrine to producers’ cooperative associations,*+ but the 
doctrine as here applied has, under cooperative marketing statutes, been wholly 
overturned.®? It should not be overlooked that this association was organized under 
the general law. It is also worthy of note that in an earlier case, Judge Deemer, 
construing the antitrust statute, held that laborers might fix the price or value of 
their services.** 

The first well-considered case announcing the doctrines to which the courts in 
recent decisions are committed was the Gillaspy case,®4 decided by the Supreme 
Court of Indiana just one year prior to the decision in the Decorah case. At that 
time there was a sharp conflict between the two doctrines, with the weight of au- 
thority favoring the theory of the Decorah case, and there was great uncertainty 
whether that of the Indiana court could survive. The Gillaspy case, however, is clear 
and well reasoned, and stands today as one of the best considered cases of this 
category. 

Up to that time the struggle had been largely a legal one, and the real nature 


° Reeves v. Decorah Farmers’ Co-op. Society, 160 Iowa 194, 140 N. W. 844 (1913). 

*° 7d. at 848. 

*. Cf. Burns v. Wray Farmers’ Grain Co., 65 Colo. 425, 176 Pac. 487 (1918). 

*2 Cf. Tobacco Growers’ Co-op. v. Jones, 185 N. C. 265, 117 S. E. 174 (1923); Washington Cran- 
berry Growers’ Ass’n v. Moore, 117 Wash. 430, 201 Pac. 773 (1921); Northern Wis. Co-op. Tobacco 
Pool v. Bekkedal, 182 Wis. 571, 197 N. W. 936 (1924); Minnesota Wheat Growers Co-op. Marketing 
Ass’n v. Huggins, 162 Minn. 471, 203 N. W. 420 (1925); Harrell v. Cane Growers Co-op. Ass’n, 160 
Ga. 30, 126 S. E. 531 (1925); Dark Tobacco Growers’ Co-op. Ass'n v. Dunn, 150 Tenn. 614, 266 
S. W. 308 (1924); Anaheim Citrus Fruit Ass’n v. Yeoman, 51 Cal. 759, 197 Pac. 959 (1921). 

** Rohlf v. Kasemeier, 140 Iowa 182, 118 N. W. 276 (1908). 

** Burley Tobacco Society v. Gillaspy, 51 Ind. App. 583, 100 N. E. 89 (1912). 
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and genius of the farmers’ cooperative movement was little understood. So we 
are led to inquire into the basis of the subsequent trend.’ Is it legal, or economic, 
or both? It is sufficient to say that basically the problem is economic, but the 
solution is legal, usually leading into the question of monopoly and restraints. 

Although our courts followed the English decisions in determining the question 
of monopoly, the American people were not satisfied with limitations merely as to 
time and place. Americans resent bigness and its consequent influence and inter- 
ference with free competition. Thus the decisions in this country deal with the 
broader doctrine that all contracts tending unreasonably to restrict competition, by 
whatever means, are contrary to public policy. 

The first important application of this doctrine in this country was in the Stand- 
ard Oil case,®5 in which Chief Justice White traced the development of the prin- 
ciples of monopoly and restraint of trade in English law and found the basis for 
the so-called “rule of reason.” The distinction between restraint of trade, the 
English doctrine, and restraint of competition, the later American development, 
must be considered if the recent decisions of American courts are to be appreciated.®* 
No doubt the principles of the common law as applied to the circumstances in 
England which gave rise to them were well justified; but whén an attempt was 
made to apply them to conditions vastly more complicated, operating over a great 
territory and applying to an economic situation which is almost wholly different, 
it is not surprising that these doctrines have in a measure failed to accomplish their 
purpose. In the Standard Oil and Tobacco Company*" cases, size and consequent 
influence were undoubtedly regarded as objectionable. But in the Steel Trust®® 
cases the Court held that the antitrust laws offered no objection to the mere size of 
a corporation, even though its strength might give to it a dominating place in the 
industry, and that it was entitled to maintain its size and the power that legiti- 
mately goes with it, provided no law had been transgressed in obtaining it. The 
principles enunciated in these cases were later reflected in the Mason case,®® in 
which the Tennessee court said: 


The mere fact that complainant [cooperative marketing association] is large and power- 
ful, and may in the future be guilty of some one or more of these acts [coercion or sup- 
pression of competitors, arbitrarily fixing and maintaining prices, or other acts making 
combinations illegal], does not render it an unlawful combination or trust.*° 


The significance of size and its possible effect has been before the Supreme 
Court recently in the new American Tobacco case,*1 which somewhat modifies 
the views expressed in the earlier cases. The prosecution there was directed against 
the so-called “Big Three”—American Tobacco, Liggett & Myers, and Reynolds 


*® Standard Oil Co. of New Jersey v. United States, 221 U. S. 1 (1911). 

*° Cf. Fisher Flouring Mills Co. v. Swanson, 76 Wash. 649, 137 Pac. 144 (1913). 

*™ United States v. American Tobacco Co., 221 U. S. 106 (1911). 

*® United States v. United States Steel Corp., 251 U. S. 417, 447 (1920). 

®° Dark Tobacco Growers’ Co-op. Ass’n v. Mason, 150 Tenn. 228, 263 S. W. 60 (1924). 
“Td. at 65. 

“1 American Tobacco Co., et al. v. United States, 328 U. S. 781 (1946). 
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Tobacco. Together, according to the records, they manufactured 68 per cent of all 
cigarettes in 1939. Concerning this matter of size, the Court said: 


Without adverse criticism of it, comparative size on this great scale inevitably increased 
the power of these three to dominate all phases of their industry. “Size carries with it 
an opportunity for abuse that is not to be ignored when the opportunity is proved to have 
been utilized in the past.” United States v. Swift & Co., 286 U. S. 106. 


We agree with the lower courts that such actual exclusion of competitors is not neces- 
sary to that crime [violation of the Sherman Act].4? 


Quoting with approval from the Aluminum case,** the Court continued: 


[Defendant] insists that it never excluded competitors; but we can think of no more 
effective exclusion than progressively to embrace each new opportunity as it opened and 
to face every newcomer with new capacity already geared into a great organization, 
having the advantage of experience, trade connections and the elite of personnel.*4 


In 1921 the Supreme Court decided the American Column & Lumber case,*® 
in which the legality of the so-called “Open Competition Plan,” sometimes known 
as the “New Competition,” was considered for the first time by the Court. The 
declared purpose of the association was to disseminate among members accurate 
knowledge of production and marketing conditions so that each member might 
gauge his market intelligently instead of guessing at it; to make competition open 
and above-board, instead of secret and concealed; and to substitute frank and free 
statements of competitors for the frequently misleading and colored statements of 
the buyer. The plan as operated was condemned by the Court, but in a dissenting 
opinion, significant because of the later attitude of the Court, Mr. Justice Holmes 
said: 


I should have thought that the ideal of commerce was an intelligent interchange made 
with full knowledge of the facts as a basis for a forecast of the future on both sides. A 
combination to get and distribute such knowledge, notwithstanding its tendency to equal- 
ize, not necessarily to raise, prices, is very far from a combination in unreasonable re- 
straint of trade... . 

I must add that the decree as it stands seems to me surprising in a country of free 
speech that affects to regard education and knowledge as desirable.*® 


Just four years after Mr. Justice Holmes expressed these views, in 1925, the Su- 
preme Court decided the Maple Flooring*™ and the Cement Association cases,‘® 
in which a majority of the Court approved in principle the doctrines set forth by 
Mr. Justice Holmes in the American Column case. These cases certainly show 
a relaxation of the purpose to prevent a common understanding and a common 

“31d. at 796, 809. 


“8 United States v. Aluminum Co. of America, 148 F. 2d 416 (C.C.A. 2d 1945). 

“7d. at 431. See also State ex rel. Arn. v. Consumers Co-op. Ass'n, 163 Kan. 324, 183 P. 2d 
423 (1947). 

‘8 American Column & Lumber Co. v. United States, 257 U. S. 377 (1921). 

“*1d. at 412, 413. 

** Maple Flooring Manufacturing Ass’n v. United States, 268 U. S. 563 (1925). 

*® Cement Manufacturers Protective Ass’n v. United States, 268 U. S. 588 (1925). 
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enterprise, and the contention is not without merit that these decisions constitute 
a virtual recognition of the fact that the ancient English common-law rules of 
monopoly and restraint of trade which we, through our antitrust statutes, sought 
to perpetuate, and which the English courts had so widely extended,*® are not 
applicable to present-day economic conditions in America. 

In 1933 a long stride was taken in the gradual development of the doctrines of 
restraint. In the Appalachian Coals case®® the Court was presented with the prob- 
lem of a sick industry attempting to help itself. The number of persons employed 
in the mining and distribution of the product was large, and the need for the prod- 
uct was great. Yet, because of overproduction, aggravated by “distress” coal con- 
tinuously thrown on the market, coupled with the existing economic depression, 
the situation had become desperate. Some 137 producers, who controlled 73 per 
cent of the coal produced in the Appalachian region, established a common sales 
agency, the accused in this case. The lower court found that in the operation of 
the combination there was a diminished production (but sufficient for all needs), 
and referred to the previous surplus as a “wasteful surplus.” The lower court also 
found that the sellers “will not have monopoly control of any market nor the power 
to fix monopoly prices.” Chief Justice Hughes, delivering the opinion of the Court, 
said: 


The mere fact that the parties to an agreement eliminate competition between them- 
selves is not enough to condemn it.... A cooperative enterprise otherwise free from 
objection, which carries with it no monopolistic menace, is not to be condemned as an 
undue restraint merely because it may effect a change in market conditions, where the 
change would be in mitigation of recognized evils, and would not impair, but rather 
foster, fair competitive opportunities. Voluntary action to rescue and preserve these 
opportunities and thus to aid in relieving a depressed industry and in reviving commerce 
by placing competition upon a sounder basis, may be more efficacious than an attempt 
to provide remedies through legal processes.... The fact that the correction of abuses may 
tend to stabilize a business, or to produce fairer price levels, does not mean that the 
abuses should go uncorrected or that cooperative endeavor to correct them necessarily 
constitutes an unreasonable restraint of trade.51 


Here we have an expression of the most advanced thought of the time on the 
long disputed question of reasonable restraints through combination in the interest 
of efficiency—the lines followed by American farmers through almost half a century. 

President Theodore Roosevelt,5? aware of the impending agricultural crisis, 
struck a prophetic chord when he said to the Country Life Commission in 1910: 


If there is one lesson taught by history, it is that the permanent greatness of any state 
must ultimately depend more upon the character of its country population than upon 
anything else. The problems of farm life have received very little consideration and the 
result has been bad for those who dwell in the open country, and, therefore, bad for the 

“° Cf. Nordenfelt v. Maxim Nordenfelt Guns and Ammunition Co. [1894] A. C. 535. 

®° Appalachian Coals, Inc. v. United States, 288 U. S. 344 (1933). 


"1 1d. at 353, 360, 373-374. 
52 Communication to the Country Life Commission, July 10, 1910. 
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whole nation. . . . I am well aware that the working farmers themselves will in the last 
resort have to solve this problem for themselves.5% 


This Commission in its report to the President recommended: 


There must be a vast enlargement of voluntary organized effort among farmers them- 
selves. It is indispensable that farmers shall work together for their common interests 
and for national welfare. If they do not do this, no governmental activity, no legisla- 
tion, not even better schools, will greatly avail.54 


The farmers, through societies such as the American Farm Bureau Federation, 
the Grange, and the Farmers’ Union, became the advocates of their own cause, and 
they placed it before the country with such earnestness and conviction that almost 
all interests were converted. One of the direct results of this campaign of educa- 
tion was reflected in numerous decisions in which the courts took judicial notice 
of the agricultural emergency®® and upon that basis sustained cooperative marketing 
laws, affirmed membership contracts, and approved the operations of the coopera- 
tive marketing associations. 

Public opinion having been thus established, it immediately began to crystallize 
into statutory form. In the national enactments, the change was evident in the Clay- 
ton Act,5® passed in 1914, which provided that the antitrust laws should not “be 
construed to forbid the existence or operation of labor, agricultural or horticul- 
tural organizations.” In 1922 the Capper-Volstead Act5? was passed, providing 
that “farmers . . . may act together in associations ...in ... marketing... 
products.” There were also acts passed by almost every state in the union which 
recognized cooperatives and legalized their organization and activities. 

It is well to observe the effect of changing public opinion on the application of 
the antitrust law to farm cooperatives. Concerning this the Alabama court,®°® in 
upholding a contract with a cooperative marketing association, aptly said: 


As a matter of fact, while some of the fundamentals of public policy will probably re- 
main unchanged through all the ages, public policy is generally affected by the changing 
values of expediency; and hence a public policy which in one age prescribes [sic] certain 
conduct as injurious to the public welfare, may in a later age, under changed economic 
and social conditions, wisely and justly tolerate, if not encourage as beneficial, the 
identical conduct.5® 


A New York court,®° in upholding against a charge of restraint of trade a 
contract between a milk distributor and a dairy cooperative, binding the distributor 


58 bid. 

5 Report of the Commission on Country Life, Sen. Doc. No. 705, 60th Cong., 2d Sess. 18 (1909). 

** Cf. Liberty Warehouse Co. v. Burley Tobacco Ass’n, 208 Ky. 643, 271 S. W. 695 (1925); Harrell 
v. Cane Growers’ Ass’n, 160 Ga. 30, 126 S. E. 531 (1925); Dark Tobacco Growers’ Co-op. Ass’n v. 
Dunn, 150 Tenn. 614, 266 S. W. 308 (1920); Warren v. Alabama Farm Bureau Cotton Ass’n, 213 
Ala. 61, 104 So. 264 (1925). 

5°38 Srat. 731 (1914), 15 U.S.C. §17 (1940). 

5 42 Stat. 388 (1922), 7 U.S.C. §291 (1940). 

*® Warren. v. Alabama Farm Bureau Cotton Ass’n, 213 Ala. 61, 104 So. 264 (1925). 

*° Id. at 267. 

© Barns v. Dairymen’s League Co-op. Ass’n, 220 App. Div. 624, 222 N.Y.S. 294 (1927). 
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to buy milk only from the cooperative and thus allegedly depriving the plaintiff of 
his former outlet for milk, said: 
The Legislature, backed by public opinion, has determined that the state can afford to 


give special treatment to this class of producers. It is a question, not of technical 
constitutional law, but of social policy.*1 


The Supreme Court of Kentucky,® in a suit for a declaratory judgment con- 
cerning a contract which, it was charged, violated the antitrust laws because 75 
per cent of the growers in Kentucky, Tennessee, and Indiana were subject to it, 
upheld the contract and said: 

That all law, even constitutional law, is not static, but progressive and in step always 
with sound economic conditions and an enlightened public policy, recently has come 


to be realized clearly, if ever it may have been thought otherwise, as is attested by the 
highest judicial and lay utterances.®8 


The Indiana court, which in the Gillaspy case®* in 1912 pioneered the trend 
toward upholding marketing cooperatives against the charge of restraint of trade, 
fourteen years later reaffirmed its stand® and said: 

The rule of reason must be applied in determining whether a contract is in restraint 


‘of trade and whether it creates a monopoly. ... “There must be an unreasonable or 
undue restraint of trade . . . [such] as is detrimental to the public interest.”66 


And the court continued that it “would be turning the wheels of progress back- 
ward to hold such contract in restraint of trade . . .”°* when the purpose was to 
promote orderly marketing in the interest of the producers and the public. 

Finally, after many courts had distinguished their cases from the Connolly 
case,®® the Supreme Court in 1940 overruled that terror of the cooperative lawyer - 
during the early decades of this century, saying: 


Connolly’s case has been worn away by the erosion of time, and we are of the opinion 
that it is no longer controlling.®® 


‘Tt would certainly appear that cooperatives have passed from the least favored 
position to a place of equality in most respects with other marketing agencies in 
the sight of the law. In one recent case,” a court has taken a position well in 
advance of that which might have been expected when the struggle for equality 
first began. There a cooperative dairy was indicted for violation of the Sherman 
Act. The court held that the cooperative was, by the Clayton Act, granted im- 
munity from the operation of the antitrust law. After reviewing the trend of de- 


“1 7d. at 305. 
** Potter v. Dark Tobacco Growers’ Co-op. Ass’n, 201 Ky. 441, 257 S. W. 33 (1923). 
** 7d. at 35. 

** Burley Tobacco Society v. Gillaspy, 51 Ind. 583, 100 N. E. 89 (1912). 

** Burley Tobacco Growers Co-op. Ass’n v. Rogers, 88 Ind. 469, 150 N. E. 384 (1926). 
** 7d. at 387. 

*" Ibid. 

** Connolly v. Union Sewer Pipe Co., 184 U. S. 540 (1902). 

* Tigner v. Texas, 310 U. S. 141, 147 (1940). 

™ United States v. Dairy Co-op. Ass’n, 49 F. Supp. 475 (D. C. Ore. 1943). 
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cisions on the labor clause in the Clayton Act and the apparent reluctance of “anti- 
labor” courts, as described by this judge, to accord to labor the exemption granted 
by the Clayton Act, and drawing the conclusion that this attitude of the courts 
resulted in the Norris-LaGuardia and the Wagner Acts, the court said: 


I am asked to hold that under certain circumstances, even when acting solely in its self- 
interest and not in concert with others, a farmer’s cooperative can be punished as a 
monopoly... . 

It may be that the acts of the defendant co-operative in this case, tested without re- 
gard to the provisions of the Clayton Act, are monopolistic in character. I have not 
given serious thought to that question for it seems to me that when Congress said co- 
operatives were not to be punished, even though they became monopolistic, it would be 
as ill-considered for me to hold to the contrary as were some of the early labor 
decisions. . . .71 


One recently decided case’? further emphasizing this continuing trend favor- 
able to cooperatives may well be questioned, however. There a third party sued 
the cooperative for a personal injury. It was held that the company was not liable 
in tort because it was a non-profit organization and hence, reasoned the court, 
quasi-public. No other case, so far as we know, has appeared which follows this 
reasoning. That is not surprising, for it will be conceded that there is a vital dif- 
ference between a cooperative and a charitable or quasi-public corporation such as 
a hospital or a taxing district. 

The Kentucky court, in 1935 in the Hy-Grade Dairies case," involving a similar 
question of law, did hold the cooperative liable in tort. In the course of the tug- 
of-war for the milk, the court declared the cooperative dairy liable for stopping a 
competitor’s truck and removing all milk therefrom when only part came from 
members under contract to deliver milk to the association. 

Antitrust laws have been passed generally by the states and by the national gov- 
ernment.”* The effect of such legislation has been limited, however, particularly in 
state courts, because it has been repeatedly held that these statutes were mere reenact- 
ments of common-law principles and did not have the effect of enlarging the doc- 
trines of the common law.’5 The exemption of labor and agricultural organizations 
contained in the Clayton Act has been thought of dubious value’® and up to the 
present time the provisions of the Capper-Volstead Act,"? passed in 1922, legalizing 
farmers’ cooperative associations for the transaction of interstate and foreign busi- 

™ Ibid. 

*® Arkansas Valley Co-op. Rural Electric Co. v. Elkins, 200 Ark. 883, 141 S. W. 2d 538 (1940). 

"® Hy-Grade Dairies v. Falls City Milk Producers Ass’n, 261 Ky. 25, 86 S. W. 2d 1046 (1935). 

See Sherman Act, 26 Star. 209 (1890), as amended, 15 U.S.C. §1 (1940); Clayton Act, 38 Srar. 
730 (1914), 15 U.S.C. §12 (1940); Federal Trade Commission Act, 38 Stat. 717 (1914), as amended, 
15 U.S.C. $41 (1940). 

™® Cf. Standard Oil Company of New Jersey v. United States, 221 U. S. 1, 51 (1911); Cumberland 
Tel. & Tel. Co. v. State, 100 Miss. 102, 54 So. 670 (1911). 

*° Cf. Paine Lumber Co. v. Neal, 244 U. S. 459 (1917); Duplex Printing Press Co. v. Deering, 254 


U. S. 443 (1921). But cf. the Dairy Co-op. case, supra note 70. 
"T 42 Strat. 388 (1922), 7 U.S.C. §291 (1940). 
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ness, have not been refined by judicial construction except in the Borden case™® 
and perhaps in the Elm Spring case."® 

In the Borden case, further indications of the restrictions applicable to coopera- 
tives under the restraint-of-trade rule are found. There a cooperative dairy and a 
number of distributors and labor unions united to control the price of milk in 
Chicago. The decision revolved largely around the Capper-Volstead Act rather 
than the Clayton Act. The district court made an order of dismissal, relying upon 
the Agricultural Marketing Act®® and upon the premise that the Capper-Volstead 
Act legalizes price-fixing and to that extent modifies the Sherman Act. But the 
Supreme Court refused.to permit so broad an exemption, and said: 


The right of these agricultural producers thus to unite in preparing for market and 
in marketing their products and to make the contracts which are necessary for that 
collaboration, cannot be deemed to authorize any combination or conspiracy with other 
persons in restraint of trade that these producers may see fit to devise.®1 


The Court observed that the conspiracy charge was not directed against the 
formation of an association of producers to market their respective crops, but rather 
against a conspiracy with a majority of the distributors and labor unions to main- 
tain artificial prices, and that such a combination finds no justification in the Cap- 
per-Volstead Act. The Court further held that the cease-and-desist orders of the 
Capper-Volstead Act are not a substitute for criminal proceedings under the Sher- 
man Act. 

A possible inference from the Borden case would be that any act of the farmer 
cooperative to control prices would be tolerated if the cooperative did not conspire 
with other groups to effect its purpose. This would accord with the first and, so far 
as has come to our attention, the only decision in a prosecution by the Federal 
Government against a cooperative on the charge of enhancing prices, where the co- 
operative was not combining or conspiring with other groups but was acting 
alone.®? As pointed out above, this was a district court decision only and immunity 
was granted under the Clayton Act rather than the Capper-Volstead Act. 

In the Elm Spring case the reference to the Capper-Volstead Act was dictum, 
but the federal district court observed that the purpose of the Act was to give co- 
operatives exemption from the effect of the Sherman Act.®% 

A field to which cooperatives might look for light on the interpretation of the 
Capper-Volstead Act is that created by a fishermen’s law®* passed in 1934. The 
two statutes are identical except that one refers to farmers and the other to fisher- 
men, and the cease-and-desist orders are issuable by different cabinet officers. ‘Two 


™ United States v. Borden Co., 308 U. S. 188 (1939). 
™ United States v. Elm Spring Farm, 38 F. Supp. 508 (D. Mass. 1941). 
8°50 Strat. 248 (1937), 7 U. S. C. §671 (1940). 

®2 United States v. Borden Co., supra note 78, at 204-205. 

** United States v. Dairy Co-op. Ass'n, supra note 70. 

®* United States v. Elm Spring Farm, supra note 79, at 511. 
®¢48 Srar. 1213, 1214 (1934), 15 U.S.C. §§521, 522 (1940). 
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cases®> have been decided under this Act, both of which reflect an attempt by 
fishermen to “corner” their respective markets. In both cases the court held the 
action to be illegal. 

There are new trends developing where membership is recognized as the right 
of an individual and not a privilege conferred by the association. This was hinted 
at in the Associated Press case. But the decisions on this aspect are found in labor 
cases rather than in those involving cooperative marketing associations. While there 
are some recent cases®*® holding that a closed shop is not compatible with a union 
which refuses equal membership to all, there is another late decision? where the 
contrary doctrine was applied. The issue of monopoly of the labor field was the 
basis of the decisions which held that membership is a right and not a privilege. 

A late case which attracted widespread attention because of the nature of the 
attack and because of the great size and extended operations of the association is 
that of the Consumers Co-operative Association,*® usually referred to as the C.C.A. 
The attorney general of Kansas (the domiciliary state) brought quo warranto 
proceedings against the cooperative seeking its dissolution. This corporation is a 
supply cooperative engaged in domestic and foreign trade on a large scale. It 
shipped overseas three million gallons of motor oil. It had exchange agreements 
with all the major and independent oil companies, owned and operated 450 oil 
wells, four oil refineries, canning plants, lumber mills, soybean plants, paint factories, 
and printing plants. The court rejected the contention that the association had ex- 
ceeded its authority, denied the petition for dissolution, and held that the ownership 
and operation of oil wells, refineries, pipe lines and other properties was merely 
incidental to the “manufacturing and furnishing of farm supplies” as authorized 
by the statute. While the dominant issue in this was whether the corporate ac- 
tivities were ultra vires, the question of the right of C.C.A. to admit non-resident 
corporations as members was raised. The court approved this practice in the face 
of what appeared to be a contrary restriction in the statute. , 

At first view, it is difficult to recognize this vast and varied operation as a 
farmers’ cooperative, but the mere fact that it.is not typical of such organizations 
does not necessarily mean that these operations are beyond its legitimate authority 
so long as it is serving the interests of those for whom it is authorized by statute 
to act. It would, therefore, be difficult to reach any conclusion other than that 
arrived at by the court. It is the nature and not the extent of the operations which 
is the test of validity. 

In view of the developments to the present time, it may be said that the day 
of decisions such as those in the Decorah, the Grice, and the Connolly cases is 


** Hinton v. Columbia River Packers’ Ass'n, 131 F. 2d 88 (C.C.A. oth 1942); Manaka v. Monterey 
Sardine Industries, 41 F. Supp. 531 (S.D. Cal. 1941). 

** James v. Marinship Corp., 25 Cal. 2d 721, 155 P. 2d 329 (1944); Betts v. Easley, 161 Kan. 
459, 169 P. 2d 831 (1946); Williams v. International Brotherhood, 27 Cal. 2d 586, 165 P. 2d 903 
(1946). 

*" Clark v. Curtis, 71 N.Y.S. 2d 55 (Sup. Ct. N. Y. 1947). 

®* State ex rel. Arn v. Consumers Co-op. Ass'n, 163 Kan. 324, 183 P. 2d 423 (1947). 
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past. Necessary controls exerted by cooperatives on the movement of farm prod- 
ucts to prevent gluts and shortages, with their attendant fluctuations in prices, 
are uniformly approved. To accomplish this purpose, these organizations are ex- 
pressly exempted from the provisions of the Sherman Act, and there is now no 
reluctance on the part of the courts in recognizing and upholding the exemption. 
It is clearly evident that the farmers’ cooperatives have made a distinct advance 
toward a position of equality with other businesses in our national economy. 
In the process of cooperation, competition will still be found; not mere per- 
sonal competition—the type of competition that depends upon cunning in disposing 
of the product—but rather competition in the quality of the product. Salesmanship 
is secondary. The selling effort has been put into quality produciion and begins 
on the farm. Cooperation involves pooling and commingling, and the inferior 
product is automatically penalized, creating the strongest incentive for excellence. 
The observation is frequently made by our courts and others that our economic 
system is based upon competition; that “Competition is the Life of Trade.” Our 
economic system under this better form of business rivalry may yet be based upon 
cooperation, and the time may come when our familiar commercial maxim will 
take the form, “Cooperation is the Life of Trade.” 











ANTITRUST IMMUNITIES OF COOPERATIVE 
ASSOCIATIONS 


Joun Hanna* 


Cooperative associations other than agricultural are subject to the same rules 
on restraint of trade as other corporations.’ Agricultural cooperatives in their normal 
marketing and purchasing activities have nothing to fear from state antitrust legis- 
lation. Without any exemption in federal antitrust laws, the state and federal 
legislative approval of farm cooperatives, expressing a widespread public confidence 
in the utility of cooperative enterprise, would likely have induced the courts to 
conclude that the slight and incidental restraints on trade by agricultural associations 
in their normal operations are not unreasonable. To make this certain, agricul- 
tural producers’ cooperatives are granted a degree of immunity by the Clayton Act, 
the Capper-Volstead Act, and the Robinson-Patman Act. This immunity is not ab- 
solute, but so long as the agricultural associations conduct themselves with some 
sense of responsibility and refrain from conspiring with non-agricultural interests, 
the antitrust laws need not be of much concern to those who formulate the policies 
of the associations. This conclusion could have been and was reached by most 
students of agricultural cooperatives during the rapid expansion from 1920 to 1930, 
and requires no modification today. 

Farmers expressed their sense of economic insecurity during the latter part of 
the nineteenth century, and later, by enthusiastically aiding in the passage of state 
antitrust laws and the Sherman Act. They tried, sometimes successfully, to have 
their own organizations exempted from the penal provisions of these statutes. Where 
they were unsuccessful they often found that their first feeble attempts at coopera- 
tive action were held to be illegal, while the enlargement of business units con- 
tinued with only minor setbacks.2 Where they were successful the outcome in 

* A.B. 1914, Dartmouth College; A.M. 1915, Stanford University; LL.B. 1918, Harvard University. 
Professor of Law, Columbia University. Member of Committee on Legal Education, American In- 
stitute of Cooperation. Author, Law or Cooperative MARKETING ASSOCIATIONS (1931). 

2 See Hanna, Co-Operative Associations and the Public, 29 Micu. L. Rev. 148 (1930); Cooperative Milk 


Marketing and Restraint of Trade, 23 Ky. L. J. 217 (1935). See also Nourse, THe Lecat Stratus oF 
AcRIcuLTuRAL Co-OPERATION 216-217, 334-423 (1927). 

*In Reeves v. Decorah’ Farmers’ Co-operative Society, 160 Iowa 194, 140 N.W. 844 (1913), a pro- 
vision that a member of a hog growers’ association should ship all hogs through the association or pay 
five cents a hundredweight on hogs shipped otherwise was held in restraint of trade as to an independ- 
ent buyer. Apparently the Iowa court thought that any cooperative contract which adversely affected 
an existing middleman was illegal. 

The Illinois Supreme Court in Ford v. Chicago Milk Shippers’ Association, 155 Ill. 166, 39 N. E. 
651 (1895), held a milk producers’ cooperative violated a state antitrust law merely because the 
1,500 members agreed to market all their milk through their association. 

See also Burns v. Wray Farmers’ Grain Co., 65 Colo. 425, 176 Pac. 487 (1918). 
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several instances was the invalidation of the entire state antitrust law as a violation 
of the equal protection clause of the Fourteenth Amendment? 

Following World War I there was a notable development of agricultural co- 
operatives, especially marketing associations. Most of the states passed new co- 
operative statutes having a high degree of similarity. These statutes generally con- 
tained sections exempting agricultural cooperatives from the application of the 
state antitrust laws, so long at least as the cooperatives merely carried on the ac- 
tivities authorized by statute. The Federal Government through the War Finance 
Corporation and other agencies actively assisted agricultural associations by advice 
and financial assistance. The state courts recognized the overwhelming public 
opinion to the effect that the normal operations of cooperative associations of 
farmers were not in unreasonable restraint of trade. They further upheld the 
statutory exemption from the antitrust laws as reasonable classification. State judi- 
cial opinion was confirmed by federal judges and by the Supreme Court.* The 
present judicial attitude is illustrated by the following quotations from Mr. Justice 
Frankfurter’s opinion in Tigner v. Texas. Referring to antitrust legislation follow- 
ing the Civil War, he says: 


.* The leading case on this point is Connolly v. Union Sewer Pipe Co., 184 U. S. 540 (1902). The 
Connolly case involved an Illinois antitrust law which stated: “The provisions of this act shall not 
apply to agricultural products or live stock while in the hands of the producer or raiser.” Id. at 554. 
There was no simple legislatiye declaration that farmers’ association activities were not to be regarded 
as in restraint of trade. The act-in question said, in effect, “certain acts are unlawful except when done 
by farmers.” The Court, after enumerating the forbidden items of conduct which farmers could do 
without penalty, concluded the statute was repugnant to equal protection. 

“Even as interpreted above the Connolly case apparently is no longer law. It was distinguished in 
Liberty Warehouse Co. v. Burley Tobacco Growers Co-op. Ass’n, 276 U. S. 71 (1928), and ap- 
parently overruled by Tigner v. Texas, 310 U. S. 141 (1940). 

® 310 U. S. 141 (1940). Mr. Justice Frankfurter, in delivering the opinion of the Court with but 
one dissent, said: “The court below .recognized that the exemption was identical with that deemed 
fatal to the Illinois statute in Connolly’s case. But it felt that time and circumstances had drained 
that case of vitality... .” Id. at 144. After reviewing the Texas and other legislation and the economic 
situation of farmers and others, the learned Justice observed: “And so we conclude that to write into 
law the: differences between agricultural and other economic pursuits was within the power of the 
Texas legislature. Connolly's case has been worn away by the erosion of time and we are of the 
opinion that it is no longer controlling.” Id. at 147. 

The changing course of decision may be seen by noting the cases cited in L. S. Hutsert, Lecau 
Pxases oF COOPERATIVE ASSOCIATIONS 207 and passim (FARM CreDIT ADMINISTRATION, U. S. Dep’r oF 
Acric., Butt. No. 50, 1942). This volume also contains an exhaustive table of cases and bibliography. 
See especially List v. Burley Tobacco Growers’ Co-op. Ass’n, 114 Ohio 361, 151 N. E. 471 (1926); 
Stark Company Milk Producers Ass'n v. Tabeling, 129 Ohio 159, 194 N. E. 16 (1934); Northern Wis- 
consin Co-op Tobacco Pool v. Bekkedal, 182 Wis. 571, 197 N. W. 936 (1923); Liberty Warehouse Co. 
v. Burley Tobacco Growers’ Co-op. Ass’n, 276 U. S. 71 (1928); Tigner v. Texas, supra note 3. Frost v. 
Corporation Comm’n of Oklahoma, 278 U. S. 515 (1929), indicates that the state classifications may 
not always be upheld as constitutional, but the case today, if authority at all, is probably of restricted 
application. See Hanna, supra note, 1, at 185. 

The standard cooperative marketing act of the Twenties is set out and analyzed in Jonn Hanna, 
Law oF CoopeRATIVE MARKETING ASSOCIATIONS (1931). See also CowLING, COooPpERATIVES IN AMERICA 
(1938); Frank Evans, THE TREND OF JupiciAL DECISION IN COOPERATIVE MARKETING (1925); FRANK 
Evans AND E, A, StokpyK, THE LAw oF CooPERATIVE MARKETING (1937); IsRAEL PacKEL, THE Law 
OF THE ORGANIZATION AND OPERATION OF CoopPERATIVES (2d ed. 1947). 

The National Conference of Commissioners on Uniform State Laws presented in 1936 a Uniform 
Agricultural Cooperative Association Act, subsequently designated a model Act. This Act was drafted 
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Law was invoked to buttress the traditional system of free competition, free markets and 
free enterprise. Pressure for this legislation came more particularly from those who as 
producers, as well as consumers, constituted the most dispersed economic groups. ‘These 
large sections of the population—those who labored with their hands and those who 
worked the soil—were as a matter of economic fact in a different relation to the com- 
munity from that occupied by industrial combinations. ... In these circumstances, 
legislators may well have thought combinations of farmers and stockmen presented 
no threat to the community, or, at least, the threat was of a different order from that 
arising through combinations of industrialists and middlemen . . . . 

... An impressive legislative movement bears witness to the general acceptance of 
the view that differences between agriculture and industry call for differentiation in the 


formulation of public policy.® 

Before discussing federal legislation designed to relieve agricultural associations 
from some of the applications of the antitrust laws, a few words may be added to 
emphasize the statement that non-agricultural cooperative associations have little 
or no such state or federal legislative immunity.* As Mr. Justice Black stated in 
the Associated Press case:® 





by the author. Its restraint of trade section is a synthesis of state law on restraint of trade and reads as 
follows: 

Sec. 20. Associations ARE NoT IN RESTRAINT OF TRADE. (a) No association complying with the terms 
hereof shall be deemed to be a conspiracy, or a combination in restraint of trade, or an illegal monopoly; 
or be deemed to have been formed for the purpose of lessening competition or fixing prices arbitrarily, 
nor shall the contracts between the association and its members, or any agreements authorized in this 
act, be construed as an unlawful restraint of trade, or as part of a conspiracy or combination to ac- 
complish an improper or illegal purpose or act. 

(b) An association may acquire, exchange, interpret and disseminate to its members, to other co- 
operative associations, and otherwise, past, present and prospective, crop, market, statistical, economic and 
other similar information relating to the business of the association, either directly or through an agent 
created or selected by it or by other associations acting in conjunction with it. 

(c) An association may advise its members in respect to the current and prospective production of 
agricultural commodities and its relation to the prospective volumes of consumption, selling prices and 
existing or potential surplus, to the end that every market may be served from the most convenient 
productive areas under a program of orderly marketing that will assure adequate supplies without 
undue enhancement of prices or the accumulation of any undue surplus. 

*Tigner v. Texas, supra note 5, at 145, 146. 

7 A review of the studies made by the Cooperative Project on Cooperative Legislation, with particular 
reference to consumer cooperation, indicates that non-agricultural cooperatives have rarely been given 
any specal position in respect to laws on the subject of restraint of trade. Ostrolenk and Tereshtenko, 
Abstracts of Laws Pertaining to Cooperatives in the United States, FWA, WPA, Projects Nos. 65-1-97-21 
and 465-97-3-18. This project was subsequently a section of the Department of Labor. See Bull. No. 
665. Some of the Department's later studies of cooperatives were not printed but made available in 
mimeographed form to certain libraries and others. 

® Associated Press v. United States, 326 U. S. 1 (1945). The implications of this case for co- 
operatives will be discussed at greater length infra. The Associated Press, with some 1200 members, is 
a cooperative association incorporated under the Membership Corporation Law of the State of New 
York. Roberts, J., dissenting, sd. at 48. The very history of the Associated Press further illustrates 
this point as Black, J., declared: “AP originally functioned as an Illinois corporation, and at that time 
an existing member of the Association had an absolute veto power over the application of a publisher 
who was or would be in competition with the old member. The Supreme Court of Illinois held that 
AP thus operated was in restraint of trade. Inter-Ocean Publishing Co. v. Associated Press, 184 Ill. 438, 
56 N. E. 822 (1900). As a result of this decision, the present Association was organized in New 
York.” Id. at 10. See also American Medical Association v. United States, 317 U. S. 519 (1943). Cf. 
Lewin, The Associated Press Decision, 13 U. or Cut. L. Rev. 247 (1946); Ellis, 4 Reply, id. at 471. 
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Victory of a member of such a combination over its business rivals achieved by such 
collective means cannot consistently with the Sherman Act or with practical, everyday 
knowledge be attributed to individual “enterprise and sagacity”; ... [it] can only be 
. . . the collective power of an unlawful combination. ... It is significant that when 
Congress has desired to permit cooperatives to interfere with the competitive system of 
business, it has done so expressly by legislation.® 


This is not to say that by their nature, size, and operations most consumers’ and 
other cooperative corporations may not carry on their activities with little fear of 
being called to account for unlawful interference with competition. 

Numerous federal statutes are relevant in considering the applicability to agri- 
cultural cooperatives of United States statutes on the subject of restraint of trade. 
In the first category are the antitrust acts themselves; in the second are acts indicat- 
ing federal approval of the activities of such associations. The first group includes 
the Clayton Act,!° the Capper-Volstead Act,!1 the Robinson-Patman Act,!? and 
various acts in which incidental reference is made to antitrust laws, such as the 
Agricultural Marketing Agreement Act!* and the Bituminous Coal Act.1* The 
Appropriations Acts for the Department of Justice from 1914 to 19287° contained the 
following provision: 


. » - no part of this appropriation shall be expended for the prosecution of producers 
of f4rm products and associations of farmers wha cooperate and organize in an effort 
to and for the purpose'to obtain and maintain a fair and reasonable price for their 
products. 


A partial list of federal statutes indicating government support of farm coopera- 
tive associations includes: the War Finance Corporation Act of 1918,1 the Federal 
Intermediate Credit Bank Act of 1923,!7 the Agricultural Marketing Act of 1929,7* 


® Associated Press v. United States, supra note 8, at 15, 14. 

30 38 Srar. 730 (1914), as amended, 15 U.S.C. §§12-27 (1940). 

22 42 Srav. 388 (1922), 7 U.S.C. §§291-292 (1940). 

43 49 Stat. 1526 (1936), 15 U.S.C. §§13-13¢ (1940). 

4850 Stat. 248 (1937), 7 U.S.C. §§671-674 (1940). The Agricultural Adjustment Act of 1933 
(§8(2) ) 48 Star. 34, referring to agreements by the Secretary of Agriculture with cooperative asso- 
ciations, among others, provides: ‘The making of any such agreement shall not be held to be in violation 
of any of the antitrust laws of the United States.” While this Act was declared unconstitutional for 
reasons having nothing to do with the foregoing provision, United States v. Butler, 297 U. S. 1 
(1935), the policy of the original Act was continued in the Agricultural Marketing Agreement Act of 
1937: “The Secretary, in the administration of [this chapter] shall accord such recognition and en- 
couragement to producer-owned and producer-controlled cooperative associations as will be in harmony 
with the policy toward cooperative associations set forth in existing Acts of Congress and as will tend 
to promote efficient methods of marketing and distribution.” 49 Stat. 767 (1935), 50 Stat. 246 (1937), 
7 US.C. §610(b) (1) (1940). 

The discriminatory sections of the Agricultural Marketing Agreement Act exempting producers’ co- 
operatives from the requirement of paying uniform prices were upheld in United States v. Rock Royal 
Cooperative, Inc., 307 U. S. 533 (1939). 

**The Bituminous Coal Act of 1935 contained exculpating clauses relating to sale to or through 
farmers’ cooperatives. When the Act was declared unconstitutional, Carter v. Carter Coal Co., 298 
U. S. 235 (1936), it was reenacted with the same clauses mentioned above. 50 Stat. 82 (1937), 15 
U.S.C. §833(i) (1940). 

15 See, ¢.g., 41 STAT. 336-337 (1919). 

16 40 SraT. 506 (1918), as amended, see 15 U.S.C. §§331-374 (1940). 

17 42 Stat. 1454, 12 U.S.C. §1021 (1940). 28 46 Stat. 11 (1929), 12 U.S.C. §1141 (1940). 
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the Farm Credit Act of 1933 authorizing the banks for cooperatives,!® the Rural 
Electrification Act of 1936,?° the Packers and Stockyards Act of 1921,21 the Grain 
Futures Act of 1922,?? the Commodity Exchange Act of 1936,?8 the Cooperative 
Marketing Act of 192674 providing for research and advisory services for coopera- 
tives by the Department of Agriculture, and the tax-exemption provisions of various 


revenue acts.75 

The Sherman Anti-Trust Act of 18907 prohibited “every . . . combination .. . 
in restraint of trade or-commerce.” The question whether the 1890 Congress which 
passed the law intended it to apply to labor unions or producer organizations is now 
outside the realm of useful inquiry. The Clayton Act was passed in 1914 to 
supplement the Sherman Act. When the Clayton Act was under consideration, an 
alternate amendment was offered in the following language: 


Provided, That this Act shall not be construed to apply to any arrangements, agree- 
ments or combinations between laborers made with a view of lessening the number of 
hours of their labor or the increasing of their wages; nor to any arrangements, agree- 
ments, or combinations among persons engaged in horticulture or agriculture made with 
a view of enhancing the price of [their own] agricultural or horticultural products.?7 


The amendment was defeated.28 An amendment to include an exemption of 
consumer organizations was also rejected.2® Congress included in Section 6 of the 
Clayton Act the famous sentence, “That the labor of a human being is not a com- 
modity or article of commerce.”®° Since the interpretation of the labor clauses of 
this section have some bearing upon the meaning of the cooperative clauses, before 
seeing how Section 6 and subsequent legislation have been understood in the mat- 
ter of the competitive privileges of agricultural associations it may be worth while 
to digress for a few observations on the application of the section to labor-union 


practices.5? 


29 48 SraT. 257, 261, 12 U.S.C. §§1134, 1134(f) (1940). 

99 49 Strat. 1363 (1936), 7 U.S.C. §901 (1940). 

$142 Srat. 159, 7 U.S.C. §181 (1940). 

#212 Strat. 998, roo. See Board of Trade v. Olsen, 262 U. S. 1 (1922). 

88 49 Strat. 1491 (1936), 7 U.S.C. §1 (1940). 

*444 Srat. 802, 7 US.C. §451 (1940). 

*5 For the present law see Internal Revenue Code §101(12). The law has remained about the same 
since 1926. See also Paul, The Justifiability of the Policy of Exempting Farmers’ Marketing and Pur- 
chasers’ Cooperative Organizations from Federal Income Taxes, 29 MINN. L. REV. 343 (1945). 

*°Sherman Act, 26 Stat. 209 (1890), 15 U.S.C. §1 (1940). Clayton Act, 38 Srat. 730, 15 U.S.C. 
§12 (1940). Section 6 is as follows: “That the labor of a human being is not a commodity or article 
of commerce. Nothing contained in the antitrust laws shall be construed to forbid the existence and 
operation of labor, agricultural, or horticultural organizations, instituted for the purposes of mutual help, 
and not having capital stock or conducted for profit, or to forbid or restrain individual members of 
such organizations from lawfully carrying out the legitimate objects thereof; nor shall such organizations, 
or che members thereof, be held or construed to be illegal combinations or conspiracies in‘ restraint of 
trade, under the antitrust laws.” 38 Strat. 731. 


3751 Conc. Rec. 9540 (1914). *8 1d, at 9541. 
9° Thid. 9938 SraT. 731. 


** Section 20 of the Clayton Act also restricted the authority of the Federal courts to issue injunctions 
in labor cases, a matter more comprehensively covered later in the Norris-LaGuardia Act, 47 Stat. 70 
(1932), 29 U.S.C. §101 (1940). Section 20 can be interpreted to legalize, regardless of purpose, most 
of the usual tactical weapons of labor unions. 
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Mr. Justice Stone, speaking for the Court in the Apex Hosiery case,5? a decision 
highly favorable to labor, said: “During that period [since 1908] Congress, although 
often asked to do so, has passed no act purporting to exclude labor unions wholly 
from the operation of the [Sherman] Act.”** That was and is the opinion of the 
Supreme Court as to the effect of Section 6 of the Clayton Act.24 On the other 
hand, it has been strenuously argued not only that judicial construction applying 
the Sherman Act to labor unions was erroneous but that the congressional intent 
in 1914 was to exclude labor unions entirely from the purview of the act. 


Joseph Kovner, in discussing the legislative history of the Clayton Act,5 quotes 
the chairman of the House Rules Committee, Mr. Henry, as stating: “We are now 
about to... make it plain and specific, by clear-cut and direct language, that the 
anti-trust laws against conspiracies in trade shall not be applied to labor organiza- 
tions. . . ."°6 Mr. Kovner goes on to discuss the hearings, the debates in the House 
and Senate and the amendments that were offered and rejected, and concludes that 
the legislative history indicates a congressional intent to exempt labor unions from 
the impact of the Sherman law. He thinks the Supreme Court has in fact ignored 
the legislative history. Mr. Kovner is bewildered that Frankfurter and Greene, in 
The Labor Injunction, say, “The debates in Congress looked both ways” and, “With 
a legislative history like that which surrounds the Clayton Act, talk about the legis- 
lative intent as a means of construing legislation is simply repeating an empty 
formula.”** Mr. Kovner is aware that members of Congress might have accepted 
the formula of Section 6 in 1914 because they believed the Supreme Court would 
interpret Section 6 as in fact it has been interpreted—namely, that labor unions 
are exempted “only while pursuing legitimate objects by lawful means,”8® as indeed 
the law states. The question is whether prior cases gave the clue to the meaning of 
“lawful means.” Mr. Kovner certainly proves the opinions of certain sponsors of 
Section 6 as to its meaning. That the majorities who voted for the bill and who 
were aware of Supreme Court opinions in situations covered by the section neces- 
sarily accepted the view of the law’s proponents is by no means so apparent. While 
the author seems to believe that the Supreme Court has never taken sufficient ac- 
count of the legislative history, it is scarcely likely that briefs on behalf of labor 
organizations have not explored the subject and brought the products of research 

*9 Apex Hosiery Co. v. Leader, 310 U. S. 469 (1940). 

887d. at 487. 

*4 Lawlor v. Loewe, 208 U. S. 274 (1907), 235 U. S. 522 (1915). 

*5 Kovner, The Legislative History of Section 6 of the Clayton Act, 47 Cor. L. Rev. 749 (1947). 

8°51 Conc. Rec. 9541 (1914), quoted in id. at 749. 

87 Ferrx FRANKFURTER AND NATHAN GREENE, THE LABOR INJUNCTION 139-144 (1930), quoted in 
Kovner, supra note 36, at 762. 

88 See Paine Lumber Co. v. Neal, 244 U. S. 459, 483 (1916). This statement in the actual case 
was in the dissenting opinion of Mr. Justice Pitney. It will not escape notice that in fact the learned 
Justice seems to say one ascertains whether the statute punishes an act by deciding a priori whether the 
act is unlawful. This view became law after Duplex Co. v. Deering, 254 U. S. 443 (1920). The 


dissenters in the Duplex case, Brandeis, Holmes, and Clarke, JJ., based their dissent on Section 20, not 
Section 6, of the Clayton Act. 
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to the attention of the Court. At any rate, the Court has never found the legisla- 
tive intent for which Mr. Kovner argues.?®* 

The limited exemption from antitrust prosecution granted to labor unions in 
recent cases has resulted from reliance on the Norris-LaGuardia Act®® and an 
analysis of the general purposes of the antitrust laws rather than from the clauses 
of Section 6 of the Clayton Act. 

The Apex Hosiery case*® involved a sit-down strike in its most aggravated form. 
A union which at the time had only eight members out of the company’s 2,500 
employees demanded a closed shop. When this was refused the union declared a 
strike, seized the plant, and held it for several weeks, during which machinery and 
equipment was wantonly demolished or damaged to the extent of many thousands 
of. dollars. About 80 per cent of the finished production was ready for shipment 
in interstate commerce. The union specifically refused a request for shipment of 
this merchandise. The plaintiff sued for triple damages under the Sherman Act. 
The Supreme Court, while denying that the Clayton Act absolutely exempted 
labor unions from the provisions of the Sherman Act, found that, while the strikers 
committed acts which were within reach of the commerce power, there was no 
conspiracy in restraint of trade within the Sherman law. The tests to be applied 
concern the nature of the restraints and the effect on interstate commerce. Re- 
straints which, if peaceful, are not covered by the Act are not brought under the 
Act because attained by violence. The purpose of the Sherman law was to preserve 
free competition in business and commercial transactions and prevent conduct tend- 
ing to restrict production, fix prices, or otherwise control the market. The Sherman 
Act was not passed to police interstate commerce. In both labor and non-labor 
cases, restraints condemned by the antitrust laws must be intended to have, or have, 
effects on the competitive conditions in the industry. The Sherman Act is con- 
cerned with the character of the prohibited restraints rather than with their effects 
on interstate commerce. The Court, in an opinion by Mr. Justice Stone, and with 
a dissent by Chief Justice Hughes concurred in by Justices McReynolds and Rob- 
erts, affirmed a Circuit Court of Appeals decision reversing a judgment for the 
plaintiff. 

In United States v. Hutcheson*! the Supreme Court affirmed a judgment quash- 
ing an indictment under the Sherman Act. The indictment resulted from a strike 
and secondary boycott and sympathy strikes growing out of a jurisdictional dispute. 
It charged a conspiracy to restrain trade with the purpose of preventing Anheuser- 
Busch from receiving materials in interstate commerce, of preventing another cor- 
poration from obtaining materials in interstate commerce for use in performing 
a contract for Anheuser-Busch, and of preventing still another corporation from 


888 An interesting question, not here discussed, is how far, if at all, the Supreme Court should 
explore legislative history, debates, and hearings, to interpret statutory language. Such procedure ob- 
viously tends to impress the Court with political considerations. 

8° 49 Stat. 70 (1932), 29 U.S.C. §10r (1940). 

*° Apex Hosiery Co. v. Leader, 310 U. S. 469 (1940). 

“1 312 U. S. 219 (1941). 
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receiving materials in like manner for the construction of a building for the Gay- 
lord Container Corporation on premises adjacent to Anheuser-Busch. 

The Supreme Court, speaking through Mr. Justice Frankfurter, held that the 
union actions were immune from prosecution under Section 20 of the Clayton Act, 
construed in the light of the congressional definition of the term “labor dispute” 
in the Norris-LaGuardia Act. In view of the broad definition of “labor dispute,” 
Congress had given protection in respect of the described conduct even if directed 
in part against outsiders to the labor dispute. Congress had expressed a national 
policy by determining the bounds of a labor dispute so far as related to withdrawal 
of injunctions. Congress could not have taken such elaborate care to permit such 
conduct in respect of one statute while retaining a criminal liability for such con- 
duct under an earlier law. While the Norris-LaGuardia Act is not a tightly 
drawn amendment to the Clayton Act,.“The underlying aim . . . was to restore 
the broad purpose which Congress thought it had formulated in the Clayton Act 
but which was frustrated, so Congress believed, by unduly restrictive judicial con- 
struction.”*? Mr. Justice Stone, concurring, said it was clear that the indictment 
failed to charge an offense under the Sherman Law and found no occasion to con- 
sider the impact of the Norris-LaGuardia Act. The learned Justice thought the 
restraints on interstate commerce were only those incidental to any local strike. 
Mr. Justice Roberts, with whom Chief Justice Hughes agreed, thought the fact that 
Congress forbade the issuing of injunctions to restrain certain conduct was no 
indication that Congress intended to repeal provisions of the Sherman Act: 


I venture to say that no court has ever undertaken so radically to legislate where 
Congress has refused so to do. . . . In the light of this history, to attribute to Congress 
an intent to repeal legislation which had a definite and well understood scope and 
effect for decades past, by resurrecting a rejected construction of the Clayton Act and 
extending a policy strictly limited by the Congress itself in the NorrisLa Guardia Act, 
seems to me a usurpation by the courts of the function of the Congress not only novel 
but fraught as well with the most serious dangers to our constitutional system of di- 
vision of powers.*8 


Whether or not the effect of the Supreme Court decisions is that claimed by 
Mr. Justice Roberts, the fact remains that if account is taken of Sections 6 and 20 
of the Clayton Act, and of the Norris-LaGuardia Act, nothing a labor union or 
its members can do can be invalid under the Sherman Act so long as there is a 
labor dispute—that is, so long as the alleged offense comes within the matrix of the 
employer-employee relationship; but the labor immunity does not extend to union 
conduct outside such matrix, whether the union and its members are acting alone 
or in concert with others. 

Where a fish canner asked for an injunction against a CIO union of fishermen, 
charging an attempt to monopolize, the Supreme Court held the injunction should 
have been granted, reversing the Circuit Court of Appeals, which held there was 


“91d. at 235-236. 
“87d. at 245, 246. 
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no such jurisdiction.** =The defendant union was composed chiefly of owners and 
lessees of fishing boats, although there were also involved a few individuals, also 
members, who worked for other members. None of the respondents was employed 
by the petitioner nor sought any such employment. The union required the pe- 
titioner not to purchase fish from non-members as a condition of getting any fish 
from members. The union’s control of the fish supply was so extensive that the 
petitioner had the choice of yielding or going out of business. The actual decision 
of the Supreme Court, a unanimous one, was that no labor dispute was involved. 
The District Court had jurisdiction to consider the petition. 

On the remand, the union argued that irrespective of the protection to which 
it was entitled under the labor statutes, it was a cooperative association of fishermen 
in whose behalf there has been enacted a statute similar to the Capper-Volstead 
Act, with the Secretary of Commerce having much the same jurisdiction under the 
former statute as the Secretary of Agriculture has under the latter.45 The Secretary 
of Commerce had taken no action in respect to the alleged monopoly. The Circuit 
Court of Appeals*® thought on this point that it was concluded by the Borden 
case,*7 although, as will be noted subsequently, in that case the cooperative was 
charged with conspiring with others, while in the California Packers’ case*® the 
defendant’s monopoly power was being realized solely by an assertion of the power 
of the fishermen’s union. The circuit court affirmed the original judgment of the 
district court in granting the injunction. 

The Allen Bradley case*® brought to the attention of the Supreme Court a com- 


“4 Columbia River Packers Ass’n, Inc. v. Hinton, 315 U. S. 143 (1942). Further reference to this 
case is made infra. 

4538 Srar. 730, 15 U.S.C. §12 (1940). 

“© Hinton v. Columbia River Packers Ass’n, 131 F. 2d 88 (C.C.A. oth 1942). 

“T United States v. Borden Co., 308 U. S. 188 (1939). 

“8 See note 44 supra. 

“* Allen Bradley Co. v. Local Union No. 3, 325 U. S. 797 (1945). For the current stage in this 
litigation see Allen Bradley Co. v. Local No. 3, 164 F. 2d 71 (C.C.A. 2d 1947). See also United 
Brotherhood of Carpenters v. United States, 330 U. S. 395 (1947), where the question concerned the 
nature of the authorization by the union to make it liable for acts of union officials in a conspiracy 
to violate the Sherman Law. The Court did not find the authorization was proven. The point of 
this last case seems now to be covered by §2(13) of the Labor Management Relations Act of 1947. 
See also §301(b) and (a) and 93 Conc. Rec. 7001 (1947). Pub. L. No. ror, 80th Cong., 1st Sess. 
(1947). A review of the major antitrust labor decisions may be found in Pierce, Labor and the Anti- 
Trust Laws, 18 So. Cauir. L. Rev. 171 (1945). 

This is not an article on labor unions and the antitrust laws, so no attempt is made to cite even 
a selection from the voluminous writings on this topic. Law review authors have attempted to find 
a pattern in the labor decisions and to isolate a formula expressing the position of the Supreme Court. 
The same thing has been happening for years in the commerce cases. Since the Justices of the Supreme 
Court doubtless read the reviews, and since several of them in the past have done the same sort of 
analysis and synthesis, it is by no means impossible that out of a multitude of decisions of particular 
cases often explained by inconsistent opinions writers will detect a controlling principle which will be 
accepted subsequently by the Court. Cf. United States v. Local 807, 315 U. S. 521 (1942). ° This case 
involved the Federal Anti-Racketeering Act of June 18, 1934 (48 Stat. 979, 18 U.S.C. §420 (1940) ), and 
came to the Supreme Court on certiorari to review a judgment reversing a conviction of a union and 
members. While the Clayton Act (§6 and §20) was mentioned in argument, it was not mentioned 
in the opinions. The Act provided a penalty for any person who with relation to interstate commerce 
obtains or attempts to obtain by use or threat of force payment of money, not including payment of 
wages by a bona fide employer to a bona fide employee. The defendants controlled New York City 
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bination of contractors, manufacturers, and union which was designed, by the boy- 
cotting of recalcitrant local contractors and manufacturers and outside manufac- 
turers, to gain market control of the electrical equipment business in the city of 
New York. The question before the Court, in the words of Mr. Justice Black, 
was, “Do labor unions violate the Sherman Act when, in order to further their own 
interests as wage earners, they aid and abet business men to do the precise things 
which that Act prohibits?”5° After reviewing the history of the Sherman and 
Clayton Acts, the labor legislation, and the leading Supreme Court decisions on 
these subjects, the learned Justice continued: 


The result of all this is that we have two declared congressional policies which it is 
our responsibility to try to reconcile. The one seeks to preserve a competitive business 
economy; the other to preserve the rights of labor to organize to better its conditions 
through the agency of collective bargaining. We must determine here how far Congress 
intended activities under one of these policies to neutralize the results envisaged by the 
others. 


It must be remembered that the exemptions granted the unions were special ex- 
ceptions to a general legislative plan.5! 

The Court concluded that the union had violated the Sherman Act. The 
holding means that the same labor union activities may or may not be in violation 
of the Sherman Act, dependent upon whether the union acts alone or in combina- 
tion with business groups. Mr. Justice Roberts, while agreeing with the con- 
clusion, dissented from parts of the majority opinion. He pointed out that the 
purpose of the union was to exclude from use in the city of New York articles of 
commerce made outside the city and offered for sale to users within the city. It 
was completely to monopolize the manufacture and sale of all electrical equip- 
ment within New York and to exclude from use in the area every such article 
manufactured outside the city, whether in a closed union shop or not. Mr. Justice 
Roberts thought such conduct by the union was illegal even without a combina- 
tion with business: 


The course of decision in this court has now created a situation in which by concerted 





trucking. They wanted to compel out-of-state trucks to pay a day’s trucking wages whenever such 
trucks made direct deliveries to New York City assignees. This compulsion was exercised by defendants’ 
lying in wait for trucks passing from New Jersey to New York, forcing their way into trucks and by 
beating or threats procuring from drivers or their employers the demanded payments. In some cases 
they assisted or offered to assist in unloading the trucks; in others they disappeared as soon as the 
money was paid. The Court, by Mr. Justice Byrnes (Chief Justice Stone dissenting), held that the 
Act was intended to suppress terroristic activities of professional gangsters, not to interfere with 
labor union activities. The exception in the Act was not limited to those who were employees prior 
to the payment. The test as applicable to this case was whether the objective of the defendants was to 
obtain the payment of wages, and not whether the intent of the truck owner was to pay for protec- 
tion instead of service. The reversal of the conviction was affirmed. 

In view of the subsequent history of federal labor legislation, leaders of the cooperative movement 
contemplating the limits of conduct under their several immunities may recall the quotation: “Caesar 
had his Brutus, Charles I his Cromwell, and George III . . . may profit by their example.” 
®° Allen Bradley Co. v. Local Union No. 3, supra note 49, at 801. 
511d. at 806, 809. 











498 Law anp ConTEMPORARY PRroBLEMS 


action, unions may set up a wall around a municipality of millions of inhabitants against 
importations of any goods if the union is careful to make separate contracts with each 
employer, and if union and employers are able to convince the court that, while all 
employers have such agreements, each acted independently in making them . . . not- 
withstanding the fact that the purpose and inevitable result is the stifling of competition 
in interstate trade and the creation of a monopoly.5? 


Mr. Justice Murphy dissented, saying in part: 


The fact that the union has expressed its self-interest with the aid of others rather 
than solely by its own activities should not be decisive of statutory liability. What is 
legal if done alone should not become illegal if done with the assistance of others and 


with the same purpose in mind.58 

Just as the Clayton Act and the Norris-LaGuardia Act constitute the charter 
of privileges and immunities of the labor unions, so the Clayton Act and the Cap- 
per-Volstead Act fulfill the same purpose in respect of agricultural cooperatives— 
not, as has been noted, for other cooperatives. Consumers’ cooperatives and co- 
operatives of other enterprises must meet any condemnation by the federal anti- 
trust laws with only the defenses available to any others engaged in collective busi- 
ness effort. 

Section 6 of the Clayton Act says that nothing contained in the antitrust laws 
shall be construed to forbid the existence and operation of agricultural or horti- 
cultural organizations, instituted for the purpose of mutual help and not having 
capital stock or conducted for profit, or to forbid or restrain individual members 
from lawfully carrying out the legitimate objects thereof; nor shall such organi- 
zations or the members thereof, be held or construed to be illegal combinations or 
conspiracies in restraint of trade, under the antitrust laws. 

Since the Clayton Act is not specific as to what are agricultural or horticultural 
associations, and since its immunity does not extend to cooperatives having capital 
shares, although a true cooperative may have capital shares and many of the older 
cooperatives were so organized, the Capper-Volstead Act®* was passed in 1922 
to clarify the cooperative exemptions. Cooperatives may be corporate or other 
forms of association with or without share capital. Producers include farmers, 
planters, ranchmen, dairymen, and nut and fruit growers. Associations may engage 
in processing, preparing for market, and handling and marketing products of 
members in interstate and foreign commerce. They may have marketing agencies 
in common. Several requirements are enumerated, including the one-man-one- 
vote principle, limitation of dividends on share capital to 8 per cent, and no dealing 
in products of non-menbers to an amount greater in value than for members. 

A significant omission is that there is no reference to purchasers’ cooperative 
associations, agricultural or other, although most state cooperative statutes contain 
provisions permitting cooperative purchasing by associations of producers. While 


*8 7d. at 819. 
81d. at 820. 
54 42 Srat. 388 (1922), 7 U.S.C. §§291, 292 (1940). 
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the latter type of association may conceivably come within the exemption of the 
Clayton Act, this possibility finds no confirmation in the Capper-Volstead Act. 

The Capper-Volstead Act recognizes that cooperative associations might become 
monopolies and restrain trade. It provides that if the Secretary of Agriculture has 
reason to believe that any such association monopolizes or restrains trade in inter- 
state or foreign commerce, he may act to protect the public. Apparently the Secre- 
tary is not to act unless he believes that the monopoly or restraint of trade unduly 
enhances prices.55 Does this mean that monopoly or common marketing agencies 
constituting combinations to fix prices are legal so long as the price is not too 
high? Such a result would be illegal for any other combination under the authority 
of the Trenton Potteries case,°® in which the Supreme Court specifically refused 
to consider the issue of fair price. Apparently the rule of the Trenton Potteries 
case does not apply to farm marketing associations. 

If the Secretary of Agriculture believes that an association is unduly enhancing 
prices, he must serve a complaint with notice of hearing and conduct a hearing. 
If he finds the association guilty he may issue a cease-and-desist order. Nothing 
is said about the presentation of evidence by complainants against an association, 
although the rule-making power given to the Secretary could presumably permit 
the offering of testimony of outsiders, not voluntarily summoned by the Secretary. 
If an association disobeys the order of the Secretary, the Attorney General may 
institute proceedings in. the federal district court to enforce the order. A decree of 
the court may be enforced by “injunction or other appropriate remedy.” The sec- 
tion is apparently not a penal statute, since nothing is said about punishment for 
willful or other violation of the order of the Secretary. A violation of the court’s 
decree would undoubtedly be a contempt and punishable as such. 

The leading case on the Capper-Volstead Act is United States v. Borden Com- 
pany,5" decided in 1939. The case involved an indictment of five groups of de- 
fendants for. violation of Section 1 of the Sherman Act. One group included milk 
distributors, one was a cooperative association and its officers .and agents, one was 
a union and its officials, one certain municipal officials of Chicago, and one consisted 
of certain individuals. The case came directly to the Supreme Court under the 
Criminal Appeals Act for construction of a statute after the district court had dis- 
missed the indictment. It was contended that the acts complained of were those 
both formerly and subsequently legal by governmental approval under the Agri- 
cultural Marketing Agreement Act.°® On this point the Court thought the offenses 
charged were committed, if at all, during a period when the arrangements in ques- 
tion had not been licensed by the Secretary of Agriculture, and that the Act af- 


55 The language of the statute is: “If the Secretary of Agriculture shall have reason to believe that 
any such association monopolizes or restrains trade in interstate or foreign commerce to such an extent 
that the price of any agricultural product is unduly enhanced by reason thereof. . . .” 

5° United States v. Trenton Potteries Co., 273 U. S. 392 (1927); accord, Socony Vacuum Oil Co. 
v. United States, 310 U. S. 150 (1940). 

57 308 U. S. 188 (1939), reversing 28 F. Supp. 177. 
58 Judicial Code §238, 28 U.S.C. §345, 50 Stat. 246 (1937), 7 U.S.C. §602 (1940). 
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forded no ground for construing the Sherman Act as inapplicable to three counts 
in the indictment. The Court then considered whether the agricultural coopera- 
tive defendant, the Pure Milk Association, was exempt by reason of the Capper- 


Volstead Act. Chief Justice Hughes quoted at some length the lower court 


opinion, including the sentence: 


The Capper-Volstead Act does not condemn any kind of monopoly or restraint of trade, 
or any price fixing unless such monopoly or price fixing unduly enhances the price of 
an agricultural product. The Act then, by section 2 thereof, commits to an officer of the 
executive department, the Secretary of Agriculture, the power of regulation and visitation. 
. . » The court deduces from the Capper-Volstead Act that the Secretary of Agriculture 
has exclusive jurisdiction . . . in the first instance. . . . Until the Secretary of Agricul- 
ture acts, the judicial power cannot be invoked.5? 


It is not altogether clear how much of this argument was rejected when the 
Chief Justice observed, “We are unable to accept that view.” What the Court de- 
cided was that the Capper-Volstead Act “cannot be deemed to authorize any 
combination or conspiracy with other persons in restraint of trade that these pro- 
ducers may see fit to devise.”®° What was condemned was the combined attempt 
of all defendants, including distributors and their allies, to control the market. 
The Court did not hold, since the question was not presented, that the cooperative 
might not have fixed the price and the conditions of distribution, and compelled 
their acceptance by separate contracts with other parties concerned.* 

On the subject of the exclusiveness of the jurisdiction of the Secretary of Agri- 
culture, the Chief Justice said that Section 2 of the Capper-Volstead Act does not 
cover the entire field of the Sherman Law. He pointed out that the Sherman Act 
authorizes criminal prosecution and penalties, while the Capper-Volstead Act pro- 
vides only for a civil remedy. The Capper-Volstead Act speaks only of monopoli- 
zation, while the earlier law also concerns attempts to monopolize. Furthermore, 
the exemption statute says nothing about immunity in the absence of action by the 
Secretary. These observations by the Chief Justice leave some questions un- 
answered, since the Court in the Borden case was dealing with a conspiracy between 
producers and others. The Chief Justice seems to think that at least in the absence 
of action by the Secretary the penal provisions of the Sherman Act could still be 
invoked. It is at least arguable that the Capper-Volstead Act meant to free agri- 
cultural associations and their officers from criminal liability, although, as the Court 
has often said, repeal by implication is not favored. Suppose the Secretary of Agri- 
culture should decline to act. Would that decision be conclusive on the Department 
of Justice, or even a decision by the Secretary that, since the price had not been 


5° United States v. Borden Co., supra note 57, at 203, 204. 

© Td, at 204-205. 

® See United States v. Elm Spring Farm, 38 F. Supp. 508 (D. Mass. 1941), modified 127 F. 2d 920 
(C.C.A. Ist 1942). 

Cf. Parker v. Brown, 317 U. S. 338 (1942), where the California Agriculture Prorate Act for 
regulating marketing, including prices of California raisins, was held not within the intended scope, 
nor a violation, of the Sherman Law. The Court regarded this as a regulation of local concern in 
spite of the fact that most of the raisins were intended for interstate and foreign commerce. 
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enhanced, he should not issue any cease-and-desist order? Finally, it seems odd 
that if a cooperative that had attained monopoly would be safe from prosecution 
so long as it did not enhance prices, it could.be prosecuted during the process of 
obtaining the monopoly. It must be remembered that the Chief Justice dissented 
from the opinion of the majority in United States v. Hutcheson,®* involving labor- 
union immunity under the Clayton Act and the Norris-LaGuardia Act. His dis- 
sent is in accord with his reasoning in the Borden case. It is submitted that the 
principle of deducing general legislative policy from several statutes, as announced 
by the Supreme Court in the Hutcheson case, would grant the cooperative a greater 
degree of iramunity than suggested by the Chief Justice in the Borden case, although 
the actual decision is in accord with the later cases.®* 


If the congressional policy in limiting the application of the antitrust laws is 
to equalize the bargaining power of worker and employer and of farmer associa- 
tions and industrial corporations,®* it may be relevant, in passing upon the reason- 
ableness of restraints by cooperative associations, to consider exactly what is their 
relative bargaining power in any particular instance. While there has been con- 
siderable increase in the economic importance of cooperatives, their economic power 
can easily be exaggerated unless one considers both the still relatively small amount 
of buying and selling done by cooperatives and also the fact that frequently they 


*9 312 U. S. 219 (1941). 

** See notes 44-46 supra, for cases under the fisheries’ cooperative law. In United States v. Dairy 
Cooperative Ass’n, 49 F. Supp. 475 (D. Ore. 1943), the Department of Justice obtained an indictment 
against an agricultural cooperative association for violation of the federal antitrust laws. It was said 
by the court to be the first case brought by the Department against a farmers’ cooperative, not acting 
in concert with others, in which the cooperative was charged with acts monopolistic in character. 
Judge McCulloch granted a motion of the defendant to find it not guilty. The court thought Congress 
by the Clayton Act had said that agricultural cooperatives were not to be punished, even though they 
became monopolistic. Judge McCulloch said, “I*am asked to scuttle the plain language of the Clayton 
Act as to cooperatives, as anti-labor. courts scuttled the labor provisions of the same Act... .” Id. at 
475. The opinion did not mention the Capper-Volstead Act. 

Cf. Manaka v. Monterey Sardine Industries, 41 F. Supp. 531 (N. D. Calif. 1941). This case involved 
a cooperative association of boat-owners, similar to the one noted in the Columbia River Packers. case, 
supra, note 44. While the Clayton Act gives no exemption to such cooperatives, they are authorized 
by the Act of June 25, 1934, 48 Stat. 1214, 15 U.S.C. §§521, 522 (1940). The statute is similar to 
the Capper-Volstead Act with the substitution of the Secretary of Commerce for the Secretary of 
Agriculture. The court said that the fact that the Secretary of Commerce had not acted does not in- 
dicate that an illegal combination may not exist. The court awarded triple damages for violation of 
the Sherman Law. The Association was not acting in concert with others. See, for a subsequent de- 
velopment not connected with the principal issue, The Ocean Gift, Manaka v. Monterey Sardine In- 
dustries, Inc. 48 F. Supp. 625 ({N. D. Calif. 1942). Manaka was a resident Japanese alien. 

What is perhaps the most important agricultural cooperative association antitrust case decided sub- 
sequent to the Clayton Act and prior to the Capper-Volstead Act is United States v. King, 229 Fed. 275 
(D. Mass. 1915), 250 Fed. 908 (D. Mass. 1916). The defendant cooperative, the Aroostook Potato 
Shippers’ Association, which controlled 75 per cent of all interstate potato shipments from Aroostook 
County, through a committee prepared a blacklist of undesirable receivers. Members were forbidden 
to deal with a blacklisted person. The list was also circulated to commission merchants and others, 
who were informed they would be blacklisted if they dealt in potatoes with those on the undesirable 
list. The defendant was indicted for conspiracy in restraint of trade. A demurrer to the indictment 
was overruled. The court said the secondary boycott was not, under the Clayton Act, a legitimate means 
of carrying out the objects of the association. 

* See Comment, The Basis of Labor Exemptions from the Anti-trust Laws, 54 YaLe L. J. 853 (1945). 
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participate in only one phase of the distributive process.®> Although the coopera- 
tives may come close to controlling parts of the marketing machinery for certain 
fruits and nuts in particular areas, their products are usually in competition with 
similar products from other areas as well as with even more significant competi- 
tion from other products. Cooperatives may have a high degree of economic power 
in certain regions and at some point in the marketing process. Their present size, 
rate of growth, and, on the whole, their policies, give little cause to fear the as- 
sertion by them of any tyrannical economic power at any early time, if at all, on 
the national level, and that is the type of activity with which the federal anti- 
trust laws are primarily concerned. 

The foregoing considerations do not justify the conclusion that agricultural 
cooperatives could assert economic power combined with political power with im- 
punity. Their immunity under the antitrust laws is by no means so explicit 
as that of labor organizations. Cooperative associations, even if technically non- 
profit, are engaged in business. They compete with other business in a different 
way from that in which unions compete with employers. To be comparable, the 
unions would have to engage directly in productive enterprise of their own, for 
example in the making of phonograph records. The Clayton Act provision that 
labor is not a commodity may point to a further distinction between labor or- 
ganizations and cooperatives. Furthermore, while it may be true that unduly 
restrictive decisions by the Supreme Court in labor cases induced Congress to 
grant almost unlimited power to labor unions, the effect on public opinion of un- 
controlled labor-union conduct, and the consequent response by Congress with new 
labor legislation, suggests the query whether the Supreme Court’s labor decisions 
on restraint of trade may not have reflected the underlying public sentiment as 
to the proper meaning and effect of antitrust legislation. The political history of 
the United States has already shown that both business and labor for a time, by 
adroit strategy and pressure, can gain special privilege. Both overreached themselves 
to an extent that aroused condemnation by a popular majority. Farm organiza- 
tions may well be satisfied with the degree of favor they now enjoy with govern- 
ment, even assuming a somewhat conservative judicial attitude toward their anti- 
trust immunities. 

Recent decisions of the Supreme Court and other courts have given new im- 
portance to the idea of monopoly under Section 2 of the Sheriman Act.°* Perhaps 


*5See Paul, The Justifiability of the Policy of Exempting Farmers’ Marketing and Purchasing Co- 
operative Organizations from Federal Income Taxes, 29 Minn. L. Rev. 343, 356 et seq. (1945). 

®° See especially American Tobacco Co., Liggett & Myers Tobacco Co., R. J. Reynolds Tobacco Co., 
et al. v. United States, 328 U. S. 781 (1946), and United States v. Aluminum Co., 148 F. 2d 416 
(C.C.A. 2d 1945). The latter case is a final decision on certificate from the Supreme Court because 
of a lack of a quorum. The certificate was issued under authority of Act of February 1, 1903, as 
amended June 9, 1944, 32 STAT. 843, 58 Stat. 272, 15 U.S.C. §29 (1940). The Aluminum case was 
tried before Circuit Judges Learned Hand, Augustus Hand and Swan. The opinion was by Learned 
Hand. See also Cahill, Recent Trends in the Antitrust Laws, 1 Recorp (Ass’n of the Bar of the City 
of New York) 201 (1946); Levi, The Antitrust Laws and Monopoly, 14 U. or Cu. L. REV. 153 
(1947); Rostow, The New Sherman Act: A Positive Instrument of Progress, 14 U. oF Crt. L. Rev. 567 
(1947); Note, Enforcement of Section 2 of the Sherman Act, 54 YaE L. J. 860 (1945). 
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the conceptions of monopoly as held by the lawyer and the economist are coming 
closer together.°* For a long time we have been justified in assuming that mere 
size was not an offense under the Sherman Law.°* The emphasis in the decisions 
was on predatory practices and restraints regarded as unreasonable. Recent cases 
such as those involving the Aluminum Company and the three tobacco companies 
(American, Reynolds, and Liggett & Myers) ®® indicate that mere size, at least meas- 
ured by national standards, in the future must be given much more attention. It 
is possible that this significant development may be extended to dominance of the 
market even where the market in question is only a small segment of the national 
economy, and the product involved, like aluminum, is in active competition with 
other products over which the alleged offender has no control. The space limits 
of this discussion do not permit a detailed analysis of recent developments in the 
general field of antitrust laws. It is perhaps enough to say that these developments 
should have the serious attention of those who make the policies of cooperative 
associations. With the exclusiveness of the enforcement procedure by the Secretary 
of Agriculture in doubt in cooperative cases, and with the added fact that in any 
event the Secretary could not successfully challenge the policy of an administration 
of which he is a part, any approach to complete control of even a single agricultural 
product might subject the dominant cooperative to attack under the antitrust laws. 
Such control could be permitted by Congress and, as has been indicated, it is argu- 
able that it is already. permitted by the aggregate of federal legislation favorable to 
cooperatives, subject only to the potential protection of the public by the Secretary 
of Agriculture against unfair prices. The public, however, as represented by the 
Government, might not agree with agricultural interests as to fairness of price. 
What if a single cooperative should have the same dominance over raisins that the 
Aluminum Company has over aluminum ingots? What if cooperative associations 
respectively controlling walnuts, pecans, and peanuts should create a single market- 
ing agency? What if there should be a similar agency for California and Florida 
oranges, or for Florida, Texas, and California grapefruit? What if marketing 
control should concern itself, not so much with price as with division of domestic 
and foreign markets? From what I know of the cooperative leaders, I doubt if 
they will subject themselves to attack. Their present policies suggest no violation 
of the antitrust laws as presently interpreted. If their power should increase— 
and power is seductive, and it is easy to be deceived by self-interest—the coopera- 
tive agricultural associations may find their antitrust immunity something less 
than complete. The safe rule for the farmers’ organizations is to obey the prin- 


*™ Mason, Monopoly in Law and Economics, 47 Yate L. J. 34 (1937); I AMERICAN INDIVIDUAL 
ENTERPRISE SysTEM, c. X, Prices, 481; II id., cc. XII, XIII, Competition and Monopoly, 589; Donovan, 
Economic Concentration and the Antitrust Laws, 29, 1947 Proc. Sec. Corp. Banking and Merc. Law, 
A.B.A. 

*® See United States v. United States Steel Corporation, 251 U. S. 417 (1920); United States v. 
International Harvester Co., 274 U. S. 93 (1927). 

°° Supra note 66. 
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ciples of the competitive system. Monopoly power as a condition of profit is largely 
a delusion in any event. It means stagnation instead of progress. Even if it could 
be attained as to any product, the rivalry of other products would make the vic- 
tory an empty one. The consumer is still king in America, and any business pro- 
gram based on the assumption that the consumer is a fool will pay for its error 
in reduced profits. The future success of cooperative farm marketing depends 
upon adherence to the practices of aggressive competition for the favor of the 
ultimate consumer.”° 


"See Note, Business Regulation: Recent Application to Cooperative Organizations, 29 Corn. L. Q. 
251 (1943); AGRICULTURAL COOPERATIVES IN THE Post-War Periop (United States Department of 


Agriculture, 1945). 











PATRONAGE DIVIDENDS: INCOME DISTRIBUTION 
OR PRICE ADJUSTMENT 


Apert W. Apcock* 


One of the most controversial issues before the public today concerns the appli- 
cation of the federal income tax to cooperative corporations. In full-page newspaper 
advertisements, radio round-table discussions, magazine articles, and newspaper 
editorials are found discussions of this subject. It is on the agenda of the House 
Committee on Small Business, which is interested in the question whether co- 
operative corporations have any unfair competitive advantages over private corpora- 
tions. It is on the agenda of the House Ways and Means Committee, which is 
interested in the income of cooperative corporations as a possible source of additional 
revenue. 

A cooperative corporation does not pay the same income taxes that a private 
corporation doing a similar amount of business with the same efficiency pays. The 
reason for this difference is the subject of the present controversy. 

Cooperative leaders maintain that they merely adjust their prices at the end of 
the year, with the result that their business is done at cost. Private business, on the 
other hand, maintains that cooperatives do business at a profit and then, in ac- 
cordance with their by-laws, distribute this corporate profit to their patrons on the 
basis of their patronage. 

A corporation doing business at cost has no income. Therefore, if the coopera- 
tives are correct in their contentions, no one can rightfully complain if they pay 
no income taxes. If, however, cooperative corporations are distributing net income 
instead of adjusting prices when they pay their patronage dividends, there is a 
grave injustice in the present tax treatment of the patronage dividends of coopera- 
tive corporations. 

I 

Some cooperative corporations are organized under the business corporation acts 
of the various states. Since they earn their profits in the same manner as any other 
business corporation, no special knowledge as to the nature of their profits when 
they are distributed as patronage dividends can be obtained from studying the laws 
under which they are incorporated. 

The same is not true with respect to cooperatives which are organized under the 
cooperative laws of their respective states. These corporations must operate within 
the framework of the laws under which they are organized, and much light can 


*B.S. 1932, M.A. 1933, J.D. 1936, Northwestern University. General Counsel for National Tax 
Equality Association. 
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be thrown on this controversy by a study of the laws to see whether such corpora- 
tions do biisiness on a cost basis or whether they earn profits which they distribute 
to their stockholder-patrons in the form of dividends on stock and on patronage. 

A better understanding of the nature of the patronage dividend will be ob- 
tained if the cooperative financial statement is first examined. Although the termi- 
nology may be different from that used by ordinary corporations, the steps taken 
are identical. 

From gross receipts the cooperative corporation deducts the cost of goods sold 
and necessary operating expenses. The result, with a few adjustments, is the 
corporate net profits, which the cooperative sometimes labels net margins, net sav- 
ings, net over-deposits, etc. A part of these net profits (or net savings, as co- 
operatives often call them) is usually put into surplus, and another part is often 
credited to an educational fund. The remainder of the net profits is distributed 
to the corporation’s group of stockholder-patrons in the form of dividends on capital 
and on patronage. 

The laws under which cooperative corporations are organized and the by-laws 
of most such corporations customarily recognize that these corporations make 
profits, and that out of such profits dividends on capital stock may be paid. The 
remaining profits, if any, are then available for distribution as patronage dividends. 

The statutory language used in representative states concerning the final dis- 
tribution of these remaining profits is as follows: 


North Dakota: 

Directors to Apportion Earnings: Dividends; Reserves; Patronage Dividends. ... The 
remainder of the net earnings shall be prorated by a dividend upon the amount of 
purchases or sales of raw material or both of stockholders. . . 

Minnesota: 

Net income in excess of dividends on capital stock and additions to reserve and surplus 
shall be distributed on the basis of patronage.? 

Illinois: 


. + Met income in excess of additions to reserves and surplus so established, shall be dis- 
tributed to the members of the association on the basis of patronage.® 
Michigan: 

The Michigan Cooperative Corporation Law discusses the provisions in by-laws 
providing for patronage dividends by cooperative corporations organized thereunder: 
Said by-laws shall further provide . . . in what manner, method and proportion the 
surplus annual earnings and profits of the business of such corporation, in excess of such 


dividends and reserve fund, shall be divided up and distributed as a cooperative divi- 
dend, under the cooperative plan or principle. . . .4 


+N. D. Rev. Cope §10-1520 (1943). 

* Minn. Stat. ANN. §308.12. 

*Iuu. Stat. ANN. ¢. 30.46, §15. 

*The General Corporation Act, Micu. Comp. Laws §10035, ¢. 195. 
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New York: 


Under the New York Cooperative Corporation Law® the members of the cor- 
poration may be divided into two classes. Members of the first class include com- 
mon stockholders and may include employees. Members of the second class include 
non-stockholder patrons for whom the corporation does business amounting to at 
least $100 during any fiscal year.* The law deals with patronage dividends in Sec- 
tion 93, which reads in part as follows: 


Earnings; dividends. ... The remainder of the net earnings, may in the discretion of 
the directors be distributed by uniform dividend to members of the first class and members 
of the second class.? 


Florida: 


- +» Met income in excess of additions to reserves and surpluses so established, shall be 
distributed to the members of the association on the basis of patronage. Any distribution 
of reserves and surpluses at any time shall be made to members at the time such dis- 
tribution is ordered on the basis of patronage. 

Any receipts or dividends from subsidiary corporations or from stock or other se- 
curities owned by the association shall be included in the ordinary receipts of the 
association.® 


Statutes from other states follow the same design. 

It thus appears that patronage dividend rights are similar to the rights of 
holders of an inferior grade of stock and are payable only out of the profits remain- 
ing after the preferred and common shareholders have been paid their dividends. 

In Minnesota, the Commissioner of Agriculture proposed the following question 
to the Attorney General with respect to cooperative corporations: 


Is it mandatory upon an association organized under Chapter 23, Laws of 1921, to 
pay a dividend on capital stock before a portion of the net earnings can be distributed 
as patronage dividends? 


The Attorney General answered the question as follows: 


Yes. The law is not as clear as it might be in respect to this, but I think such 
mandatory character is disclosed by the general provisions of the law. 


From these, it appears that the intent was that capital stock should receive a dividend 
before a patronage dividend should be declared, and I so hold. 


The Commissioner also asked what would govern the rate of dividend to be 
paid on the capital stock, and the Attorney General answered: 


If the earnings are such as to justify them in declaring an eight per cent dividend, I 
think it is the intent of the law that they should do so, and they cannot arbitrarily under 
such circumstances declare a smaller dividend.® 

5N. Y. Coop. Corp. Law. *Id. §85. 


Id. §93, as amended by c. 383, Laws of 1932. ® Fra, Stat. ANN. §618.15. 
® 109 Ops. Atr’y GEN. MINN. 124 (1922). 
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It should be noted that the state laws do not direct cooperative corporations to 
do business on a cost basis, or even to pay additional prices or give rebates which 
would result in doing business on a cost basis. They direct the corporation to dis- 
tribute its profits according to a certain pattern. When the corporation, in obedi- 
ence to the law, distributes its profits in that fashion, it is, beyond question, making 
a distribution of its profits and not making a price adjustment or rebate. This 
holds true regardless of the name given to the corporate profits. Calling them 
“net savings” does not change the fact that they are profits earned by the corporation. 

If the cooperatives believed that they had no net earnings or net profits, and that 
by means of rebates and price adjustments they did business on a cost basis, one 
would expect their by-laws to reflect that fact. The by-laws could do so if that 
were the way in which cooperatives did business; however, since they do business 
at a profit, that is the fact reflected in their charters and by-laws. 

For example, the by-laws of one cooperative corporation provided: 

Profits shall be divided among stockholders as follows: Not to exceed 8 per cent on the 
paid up capital and the balance of profits, if any, shall be divided among the members, 
according to the amount of business they have transacted with the association, but first 
not less than 5 per cent shall be added to the educational fund and 10 per cent to the 
surplus.1° 


The Farmers Cooperative Association case‘! involved a Kansas cooperative 
corporation. An answer to the question whether its members received corporate 
profits by way of patronage dividends may be found by reading Article X of its 
corporate charter: 

Article X—Net Profits. The net approximate profits of the business shall be paid 


to the members of the association at the close of each year after having been prorated 
on the amount of their purchases or sales, for, or by themselves or families during the 


year.12 

The above examples are enough to indicate the pattern which the charter pro- 
visions and by-laws of cooperative corporations customarily follow.1® They usually 
provide, first of all, that a certain percentage of the net profits of the corporation 
shall be used to set up surplus reserves; that thereafter dividends shall be paid on 
capital stock; and finally that the remainder of the net profits shall be distributed 
as patronage dividends. 

II 

The leaders of the cooperative movement maintain that cooperative corporations, 
by means of patronage-dividend price adjustments, in effect do business at cost, 
and that therefore, since they earn no profits, the question of taxing their profits 


20 ARR 6967, Ill-1 Cum. Butt. 287 (1924). (Italics supplied.) 

415 B.T.A. 61 (1926). 181d. at 62. 

** Similar charter provisions and by-laws of cooperative corporations may be found in the following 
cases: Sacred Heart Cooperative Mercantile Co., 2 B.T.A. 24 (1925); Trego County Cooperative Ass'n, 
6 B.T.A. 1275 (1927); Farmers Union Cooperative, 13 B.T.A. 969 (1928); Midland Cooperative Whole- 
sale, 44 B.T.A. 824 (1941); Farmers Union Cooperative Co. v. Commissioner, 90 F. 2d 488 (C.C.A. 8th 
1937); Cooperative Oil Ass’n v. Commissoner, 115 F. 2d 666 (C.C.A. oth 1940). 
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cannot arise. When the courts are faced with this issue, however, they are not 
satisfied with the fact that a patronage dividend is superficially like a price adjust- 
ment. They study the way in which the corporation operates and the way in 
which the monies it distributes are earned. 

In Storen v. Jasper City Farm Bureau Co-operative Association* the cooperative 
association claimed exemption from the state gross income tax. That the court re- 
garded patronage dividends as distributions of income rather than as price adjust- 
ments clearly appears from the following language taken from its opinion: 


The profit or any gain made as a result of the carrying on of a business of buying 
and selling has in recent years, under both federal and state net income tax acts, been 
held to be income. The gain made here was made in the conduct of‘a purely com- 
mercial business which consisted of making purchases and sales. The difference in the 
cost of the appellee and its sales price to the purchaser was a profit, gain, or income 
and thus inured to the . . . patrons of appellee. . . .15 


In Schuster v. Ohio Farmers’ Co-operative Milk Association’® the cooperative 
maintained that it did not engage in business for a profit. The circuit court of 
appeals answered this argument as follows: 


Obviously, the cooperative marketing association is organized for profit in the sense of 
financial benefit to its members. The element of departure from ordinary corporate 
economic practice is found in the fact that the financial gain is enjoyed by the members 
in proportion to the production, by each, of the products handled, rather than in pro- 
portion to the capital otherwise contributed by each to the conduct of the business; but 
this difference of economic principle governing the distribution of wealth cannot alter 
the fact that the sole incentive to membership in such an association is the financial 
benefit to be derived therefrom in the marketing of the farm products which the member 
is producing.17 

Sometimes cooperative spokesmen contend that, even though the cooperative 
corporation does make a profit, since it is a cooperative corporation as distinguished 
from a capitalistic corporation its profits belong to its members and cannot be taxed 
to it. This argument was used in Penn Mutual Life Insurance Company v. 
Lederer3® In holding that the mutual corporation was taxable on its profits, the 
Supreme Court said: 
The fact that the investment resulting in accumulation or dividend is made by a co- 


operative as distinguished from a capitalistic concern does not prevent the amount thereof 
being properly deemed a profit on the investment.1® 


In Farmers Oil Company v. State Tax Commission®® the plaintiff was a co- 
operative company selling gasoline and fuel oils to its members, all of whom 


1“ 103 Ind. App. 77, 2 N. E. 2d 432 (1936). 

151d. at 434. (Italics supplied.) See also Dickmann v. Evansville Producers Commission Ass'n, 
219 Ind. 636, 40 N. E. 2d 327 (1942). 

2°61 F. 2d 337 (C.C.A. 6th 1932). 471d. at 338. (Italics supplied.) 

18 252 U. S. 523 (1920). 

2° 7d. at 534. See also Frost v. Corporation Commission of Oklahoma, 278 U. S. 515 (1929), hold- 
ing that a cooperative corporation is in business for profit. 
99 41 N. M. 693, 73 P. 2d 816 (1937). 
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operated farms and ranches. The corporation claimed that it had no profits and 
merely assisted its members to obtain supplies at a low cost. In considering the 
argument of the cooperative, the court noted that, while the business corporation 
earns profit as an entity, the profit is destined to go to the stockholders in the form 
of dividends. Similarly, the cooperative corporation earns profit as an entity and 
distributes it to patrons. The court said: 


The mere fact that plaintiff makes the volume of purchases from it by members, 
rather than the number of shares owned, the measure of their gain in no wise alters the 
fact that it, as well as its members, receives benefit and advantage in thus fulfilling the 
very purpose of its corporate existence.?1 


If patronage dividends were, in fact, rebates or additional payment of price, the 
tax consequences of paying them would in all cases be the same as if the adjusted 
price had been the one originally paid. The courts, however, do not accept 
this theory. 

Further light on the nature of the patronage dividend can be found in its treat- 
ment under the NIRA.” The NIRA and its codes was designed to stabilize prices 
and to prohibit the various trade discounts, rebates, and price adjustments cus- 
tomarily used in business.2® In as much as some Treasury rulings had loosely re- 
ferred to patronage dividends as rebates, there was a question whether the NIRA 
and its codes prohibited the payment of patronage dividends by a cooperative 
corporation. Since legitimate cooperative corporations distribute actual earnings to 
their patrons as patronage dividends and do not give them any rebates or price 
adjustments, the President, on October 23, 1933, issued Executive Order No. 6355, 
in which he ordered: 


. . . that no provision in any code of fair competition, agreement, or license which has 
heretofore been or may hereafter be approved . . . shall be so construed or applied as 
to prohibit the payment of patronage dividends in accordance with law to any member 
by any bona fide and legitimate cooperative organization, including any farmers’ co- 
operative, duly organized under the laws of any State, Territory or the District of 
Columbia or of the United States, if such patronage dividends are paid out of actual 
earnings of such cooperative organization and are not paid at the time when such 
member makes a purchase from such cooperative organization.?4 


It was of course possible for the cooperative corporations to give rebates to their 
members as patronage dividends and thus violate the NIRA and its codes. The 
Executive Order, however, made it clear that no rebate was being given and so no 
code provision was being violated if a true patronage dividend, i.¢., a distribution 
of actual earnings, was made to the members of the corporation. 

Just as the essential nature of the patronage dividend kept it from being classed 
as a rebate and so prohibited under the provisions of the NIRA, so also did its 
essential nature keep it from being regarded as a rebate prohibited under the 

* 1d. at 818. $348 Stat. 195 (1933). 


§* Ibid. 
*¢ Exec, Orpen No. 6355, Oct. 23, 1933. (Italics supplied.) 
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Robinson-Patman Act. The Robinson-Patman Act prohibited any rebates which had 
the effect of lessening competition or creating a monopoly.?5 Patronage dividends 
having that effect would be prohibited by the Act if they were in any sense trade 
discounts, rebates, or price adjustments. However, the Robinson-Patman Act fur- 
ther provides: 

Nothing . . . [in this Act] shall prevent a cooperative association from returning to its 
members, producers or consumers the whole, or any part of, the net earnings or surplus 
resulting from its trading operations, in proportion to their purchases or sales from, to, 
or through the association.?¢ 


The United States Treasury Department recognizes that cooperative corporations 
make profits. Its report on the taxation of farm cooperatives, issued in October, 
1947, states: 

A successfully operated farm cooperative will ordinarily produce some economic income 
over a period of years, especially if it uses any significant amount of capital and assumes 
any significant amount of risk.?7 

Whether the Treasury Department regards patronage dividends as rebates or 
price adjustments or whether it regards them as distributions of corporate profits 
(economic income) may be found from a Department ruling which concerned 
an incorporated fruit growers’ association that conducted its business at a profit. 
The Treasury Department ruled that this non-exempt corporation would not have 
to pay any income tax on its patronage dividends. It authorized the corporation 
to: 

. deduct from gross income amounts periodically returned to members as a refund of 


profits on business transacted with them and proportioned to the amount of such 
business.?8 


The Treasury ruling does not say that cooperative corporations do business at 
cost, or that because of price adjustments they have no net income. It does rule, 
however, that when this net income is distributed to the patron-members of the 
corporation as a patronage dividend, it will be permitted to escape the corporate 
income tax. 

The position of the Tax Court with respect to funds distributed as patronage 
dividends may be determined from its language in United Cooperatives, Inc.® 
decided in 1944. Referring to dividends on the cooperative’s common stock, the 
court said: 

After a careful consideration of petitioner’s charter and bylaws, we conclude that 
petitioner’s patrons were entitled as of right to a distribution of petitioner’s net income 


$5 49 Stat. 1528 (1936), 15 U.S.C.A. §13(a) (1941). 

#° 49 SraT. 1528 (1936), 15 U.S.C.A. §13(b) (1941). (Italics supplied.) Similar treatment was ac- 
corded patronage dividends under the OPA. See pars. 4 and 5, subsection (c), §1305.215, SUPPLE- 
MENTARY ORDER No. 84, 9 Fep. REG. 1721 (1944) and under the Commodity Exchange Act, 49 Strat. 
sagt My 7 U.S.C. §1 et seg. (1940). 

S. Treasury Dep’r Rep. 6 (October, 1947). 

a5, 4 64, 1 Cum. Butt. 208 (1919). (Italics supplied.) 

4 TC. 93 (1944). 











512 Law AND CoNTEMPORARY PRoBLEMS 


as defined by article VI of its bylaws as so-called patronage dividends without further 
corporate action on petitioner’s part, and that the corporate resolutions set out in our 
findings merely recognized and confirmed the rights which the patrons already had, in 
so far as they refer to the net income of petitioner available for distribution to its patrons 
after the payment of dividends on petitioner’s common stock. . . . 


These dividends, if paid, would be paid out of net income. If dividends were not paid, 
then the net income of the petitioner available for distribution to its patrons would be 
accordingly greater. The choice of whether so much of its net income as equaled 8% 
of the par value of its common stock should be distributed to its stockholders as a 
dividend or to its patrons as rebates was in the corporation.®9 


The Tax Court terms that which is available for distribution to patrons “net 
income of the petitioner.” This “net income” can be distributed to the stockholder- 
patrons either on the basis of their stock holdings, or on the basis of their patronage, 
or on the basis of both. No price adjustment is involved which would prevent the 
corporation from having any income to distribute on the basis of patronage. 

As a result of a long-established practice of the Treasury Department, patronage 
dividends of cooperatives are, in the main, not taxed. This tax exemption has also 
been sanctioned by the Board of Tax Appeals. There are also three or four more or 
less conflicting opinions (not quite in point) at the circuit court of appeals level.** 
The question has never been before the Supreme Court. 

An excellent example of how the Treasury practice is sanctioned by the Board 
of Tax Appeals is found in the leading case of Midland Cooperative Wholesale v. 
Commissioner®? ‘That case involved a super-cooperative corporation, the members 
of which were local cooperative associations. This super-cooperative operated gas- 
oline service stations and sold automobile accessories and supplies. It was organ- 
ized under the 1923 Minnesota Cooperative Law,®* which contained the following 
provision regarding “Earnings, Reserves, and Patronage Dividends”: 


Net income in excess of dividends on capital stock and additions to reserve and 
surplus shall be distributed or credited on the basis of the quantity or value of the com- 
modities handled for each patron.54 


In December, 1937, the board of directors approved a resolution providing for 
“the disposition of the net earnings for 1937.” This resolution provided that 50 
per cent of the “net earnings” should be placed in a “Patrons’ Equity Reserve.” 

The question before the Board of Tax Appeals was whether or not that part of 
the net earnings which had been placed in the “Patrons’ Equity Reserve” should be 
subject to the corporate income tax. In approaching the problem, the Board first 


*° 7d. at 107, 108. (Italics supplied.) 

*1 Farmers Union Coop. Co. v. Commissioner, 90 F. 2d 488 (C.C.A. 8th 1937); Cooperative Oil 
Ass’n v. Commissioner, 115 F. 2d 666 (C.C.A. 9th 1940); American Box Shook Export Ass’n v. Com- 
missioner, 156 F. 2d 629 (C.C.A. 9th 1946); San Joaquin Valley Poultry Producers Ass’n v. Com- 
missioner, 136 F. 2d 382 (C.C.A. oth 1943). 

*8 44 B.T.A. 824 (1941). 

** Laws of 1923, c. 326, §7. 

*¢ Ibid. 
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noted that Congress had not provided for the deduction of patronage dividends 
from the gross income of a cooperative association. It went on to say: 

The Treasury Department, however, . . . with “great liberality” has allowed such 
deductions “to the end that substantial justice may be done to an association which is 


engaged in cooperative marketing or purchasing work but which may not be exempt 
from taxation.”85 


The Board therefore allowed the deduction. 

In this case, Midland also sought credit for purposes ef the surtax imposed 
by Section 14 of the Revenue Act of 1936, because in accordance with the state 
law under which it was organized, its corporate by-laws, and the resolution adopted 
by its board of directors, it had distributed its net income to its stockholders and 
patrons. The Board of Tax Appeals, however, refused to agree that it had thus 
distributed its income and commented on the contention that it had done so as 
follows: 

It is also not inappropriate to point out that petitioner’s contention that the “net income” 
of a corporation is being “distributed,” if.sustained, would deprive it of the deduction 
of the amounts paid to its members or allocated to them upon its books; for such de- 


ductions may be allowed only upon the theory that the distributions were rebates upon 
the business of the members rather than income of the association.®7 


The Board of Tax Appeals exercised “great liberality” in order to permit this 
income to escape the corporate income tax. 

According to the courts, the only reason for not taxing patronage dividends at 
the corporate level is that the corporation earns them under an obligation to dis- 
tribute them to patrons. Patronage dividends paid in the absence of such an 
obligation to distribute are considered part of the corporate net income and are 
taxed to the corporation.®® 

In holding that patronage dividends not paid because of an obligation to dis- 
tribute them are taxable at the corporate level, the courts use reasoning similar to 
that used by the Tax Court in American Box Shook Export Association v. Com- 
missioner,=® where the court said: 

The taxpayer points to no statute authorizing the claimed deductions. Clearly they 


are not deductible expenses. The petitioner was under no obligation to make distribu- 
tions to its members until the board of directors had so acted.*° 


On the other hand, when the corporation has by-laws or a charter directing 


5 Supra note 32, at 830. 

*°53 Stat. 8 (1939), as amended, 26 U.S.C. §14 (1940). 

®7 Supra note 32, at 835. 

*8 Fountain City Cooperative Creamery Ass’n, 9 T. C. No. 140 (1947); American Box Shook Ex- 
port Ass’n v. Commissioner, 156 F. 2d 629 (C.C.A. oth 1946); Druggists Supply Corporation, 8 T. C. 
1343 (1947); Peoples Gin Co. v. Commissioner, 118 F. 2d 72, aff’g 41 B.T.A. 343 (C.C.A. 5th 1941); 
United Butchers Abattoir, Inc., 5 T.C.M. 40 (1946); Farmers Union Cooperative Elevator Ass’n, 4 T.C.M. 
490 (1945); Farmers Union State Exchange et al., 30 B.T.A. 1051 (1934); cf. Juneau Dairies, Inc., 
44 B.T.A. 759 (1941); Clay Sewer Pipe Ass’n v. Commissioner, 139 F. 2d 130 (C.C.A. 3d 1943). 
4 T. C. 758 (1945). 

“rd. at 763. 
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the distribution of patronage dividends, the income so distributed is allowed to 
escape taxation because it is paid in pursuance of a legal obligation. 

The nature of the change from corporate net income into an exclusion or de- 

duction from gross income is clearly shown in Peoples Gin Company v. Com- 
missioner! In this case, a business corporation incurred an obligation to pay pa- 
tronage dividends after profits had been determined. Concerning this patronage 
dividend, the Board said: 
Such a distribution constitutes the payment of a dividend and is not deductible in de- 
termining the petitioner’s net income. ‘The fact that the profits were distributed to 
stockholders on some basis other than the stock held by each stockholder does not make 
the distribution any the less a dividend.4? 


Subsequently, the Peoples Gin Company made anticipatory by-laws and contracts 
with respect to the income it expected to earn in the future. The effect of these 
anticipatory contracts and by-laws was to assign its net income to its stockholders 
in proportion to their patronage. 

The Commissioner again attempted to tax the company’s patronage dividends 
at the corporate level. The Tax Court pointed out that the written agreements 
entered into by the corporation obligated it to make the payments involved and 
decided that it was therefore entitled to deduct them from its gross income.** 

The point sharply presented is: Do profits distributed to stockholder-patrons, 
admittedly non-deductible in the absence of a pre-existing obligation, become de- 
ductible merely by virtue of the existence of such an obligation? 

Cooperative leaders, since the case for the non-taxability of their corporate earn- 
ings depends upon it, are forced to maintain that this question should be answered 
in the affirmative, and it is true that the eddy in the law caused by the Tax Court’s 
acceptance of the “great liberality” of the Treasury Department supports their 
position. When we get away from this great liberality, however, and examine the 
principles of law which apply to the taxation of income, we find case after case 
involving all types of factual situations in which the courts have held time and 
time again that the existence of such an obligation does not prevent the profits from 
being taxable to the person or corporation earning them. Persons and corporations 
have frequently entered into anticipatory contracts and trust agreements governing 
income to be earned in the future. When such income is earned and distributed 
in accordance with the contractual obligation, a question arises whether it should 
be taxed to the person or corporation earning it, to the person or corporation receiv- 
ing it, or to both. Basically, the question is one of assigned income. 

The leading case on this subject is Lucas v. Earl,** in which Earl and his wife 
agreed in rgor that any profit that they might receive would be held by them as 
joint tenants. The validity of the contract was not questioned; yet the Court held 


“41 B.T.A. 343 (1940). 

“91d. at 347, 348. 

*? Peoples Gin Co., 2 T.C.M. 325 (1943). 
“438: U. S. 111 (1930). 
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that all of Earl’s earnings were taxable solely to him, even though they were not all 
beneficially received by him. Concerning the income tax,‘the Court said: 


. . . the tax could not be escaped by anticipatory arrangements and contracts however 
skilfully devised to prevent the salary when paid from vesting even for a second in the 
man who earned it.*5 


The Court disregarded “the arrangement by which the fruits are attributed to a 
different tree from that on which they grew.”4¢ 

The principle of law involved is well set out in the following language from 
Saenger v. Commissioner:** 


The rule of the Earl Case, while made graphic by a figure, is more than a figure of 
speech. It is an expression of the simple truth that earned incomes are taxed to and 
must be paid by those who earn them, and unearned incomes to those who own the 
property or right that produced them, mot to those to whom their earners or owners are 
under contract to pay them. It establishes once for all that no device or arrangement, be 
it ever so shrewdly and cunningly contrived, can make future earnings taxable to any 
but the real earner of them, can make future incomes from property taxable to any but 
the owner of the right or title from which the income springs.*8 


In other words, when a cooperative corporation enters into marketing contracts 
with its patrons, which provide that the profits of the corporation shall be distributed 
to the patrons on the basis of their patronage, the earned incomes of that corporation 
“are taxed to and must be paid by those who earn them and . . . not to those to 
whom their earners or owners are under contract to pay them.” 

A factual situation having much in common with that of marketing coopera- 
tives existed in Fontana Power Company v. Commissioner.” In that case, the 
taxpayer, a public utility corporation, acquired certain operating properties in ex- 
change for all of its stock and agreed to pay to the sellers. the difference between 
the value of the stock it issued to them and the value of the properties it received, 
the value to be determined later. Pending this determination, the taxpayer con- 
tracted and was obligated to pay to the sellers all of its net profits. These profits, 
received by the sellers, were regarded as part payment to them of the properties 
sold, exactly as the patron-member of a marketing cooperative claims the corporate 
profits he receives in patronage-dividend form are payment in part for the produce 
he has previously sold to the corporation. The Board said: 


Neither are we impressed by petitioner’s argument that the payments involved here, 
made by petitioner to its stockholders for so many years, cannot be considered as dis- 
tributions in the nature of dividends because (1) they were made pursuant to a contract 
and not pursuant to the rights of the payees as stockholders, and (2) the distributions 
consisted of the net earnings and not the surplus profits technically available for 
dividends.5° 
“Id. at 115. “* Ibid. 

“769 F. 2d 631 (C.C.A. 5th 1934). ** 7d. at 632. (Italics supplied.) 
4° 43 B.T.A. 1090 (1941), aff'd, 127 F. 2d 193 (C.C.A. oth 1942). 
"Id. at 1097. (Italics supplied.) 
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Referring to the contractual-obligation argument of the taxpayer, the Board said: 


The practical effect of the transactions was to distribute an amount equivalent to the 
net profits of petitioner to its stockholders.51 


The Board held for the Commissioner. The circuit court of appeals affirmed,®? 
holding that the corporate income was taxable to the corporation earning it, even 
though it was distributed under a contractual obli;.ation, because the petitioner 
could point to no statute authorizing the deduction it sought. Thus the fact that 
distributions are made pursuant to a contract and on a basis of patronage rather 
than the rights of the payees as stockholders should have no effect on the obliga- 
tion of the corporation to pay an income tax on the profits it distributes in accordance 
with its contractual obligations. 

Similar reasoning was followed by the circuit court of appeals in Cooperative 
Oil Association v. Commissioner®® In that case the Commissioner, instead of fol- 
lowing the long-established bureau practice, sought to tax at the corporate level 
cooperative net income, the distribution of which as patronage dividends was tem- 
porarily postponed to provide the corporation with working capital. The coopera- 
tive had been incorporated as a non-profit cooperative association under the laws 
of Ohio."* The by-laws of the corporation provided that its net income, except such 
amounts as by law or by the Board of Directors might be set aside as reserve funds, 
should be distributed to the stockholding patrons on the basis of their patronage. 
Before the court, the cooperative contended that its articles and by-laws specifically 
made its earnings belong to its members so that it did not earn profits for itself as 
a taxable entity but only for its members. Outside of the administrative practice of 
the Treasury Department, the court could find no provision in the statute which 
would allow patronage dividends to escape taxation. Answering the contentions 
of the cooperative and ruling in favor of the Commissioner, the court said: 


In other words, petitioner points to no statute authorizing any deduction whatever, 
and we are in effect asked to hold that a practice of respondent permitting a deduction 
not authorized by statute, is not liberal enough. We know of no manner in which such 
liberality may be reviewed in this court.... Whether respondent should have allowed 
the deduction he did allow is a question upon which we express no opinion.55 


Since no issue was before the court with respect to the deduction allowed by the 
Commissioner for income actually distributed as patronage dividends, it would 
have been improper for the court to point out that its reasoning was equally ap- 
plicable to the deduction allowed with respect to such funds. Surely cooperatives 
seeking to escape income taxes on that part of their income distributed as patronage 


* Ibid. 

*8See note 49 supra. 

58 ir5 F. 2d 666 (C.C.A. oth 1940). 

**The Ohio Code relating to such associations provided: ‘Associations organized hereunder shall 
be deemed ‘non-profit’ inasmuch as they are not organized to make profits for themselves, as such, 
or for their members, as such, but only for their members as producers.” Onto Gen. Cope ANN. 
$10186.1. 

"S115 F. 2d 666, 668, 669 (C.C.A. oth 1940). (Italics supplied.) 
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dividends should also be required to point to an applicable statute and show that 
they come within its terms. But, since Congress did not-authorize a deduction for 
income distributed as patronage dividends, cooperatives are forced to rely solely 
upon the great liberality of the Treasury Department and the acceptance of that 
liberality by the Tax Court. In fact, as a matter of law, it is difficult to see why the 
net income of a non-exempt cooperative corporation is not subject to the corporate 
income tax, even though some or all of it is distributed to its stockholding patrons 
in the form of patronage dividends. 
In Raybestos-Manhattan, Inc. v. United States,5* the Supreme Court said: 


Income is not any the less taxable income of the taxpayer because by his command it is 
paid directly to another in performance of the taxpayer’s obligation to that other.5? 


It follows that if patronage dividends are paid from the income of a cooperative 
corporation in order to comply with its charter or by-laws, and in order to settle 
an obligation of the cooperative to its patrons, then the patronage dividends should 
be taxable to the cooperative corporation. 

Balkwill v. Commissioner®® dealt with the taxability of income from a part- 
nership interest which had been placed in trust. In applying the principle under 
consideration the court said: 


. . . the person who receives income is not relieved from the tax because he chooses not 
to enjoy it; and this is not necessarily changed by the fact that he is deprived of the 
income by a legal obligation.5® 


Comer v. Davis®® concerned a trust agreement and the distribution of future 
earnings thereunder. The Commissioner disregarded the contractual obligations 
involved and taxed the trustees on the money they earned whether they had a 
right to retain it or not. In sustaining the position of the Commissioner, the court 
said: . 

It is well established that earned income is taxable to those who earn it, notwith- 
standing a contractual disposition after it is received. The statute here involved so levies 
the tax, and to question appellant’s liability therefor is not so much a matter of statu- 
tory construction as a challenge to the power of Congress to levy the tax against the 
person who owns the income.! 


The Board of Tax Appeals has also disregarded the contractual-obligation theory 
without hesitation when an ordinary business corporation was involved.®? 

Porter Royalty Pool, Inc. v. Commissioner® concerned a corporation which, like 
a cooperative corporation, had a by-law that required it to make a distribution of 
its income. In trying to avoid the payment of income taxes upon the income dis- 
tributed in accordance with its contractual obligations, the corporation used the 


5€ 206 U. S. 60 (1935). 57 71d, at 64. (Italics supplied.) 
5845 F. 2d 569 (C.C.A. 6th 1935), cert. denied, 296 U. S. 609 (1935). 
5° 1d. at 570. (Italics supplied.) 107 F. 2d 355 (C.C.A. 5th 1939). 


*1 Id. at 357. (Italics supplied.) 
*3 Maine Central Transportation Co., 42 B.T.A. 350 (1940). 
5 T. C. 685 (1946). 
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same arguments that cooperative corporations use to justify their escape from a 
similar tax liability. The corporation’s arguments are set out in the opinion as 
follows: 


. . . the petitioner contends that the sums in question were not its income but were the 
income of its stockholders. It contends that undér its articles of incorporation and 
by-laws the petitioner was empowered only to collect the royalties and was required to 
distribute them monthly to the stockholders after deducting expenses and the sum of 
$200 which was required to be retained in the treasury; that it could use the royalties 
for no purposes of its own; could not engage in business; and that, therefore, it had no 
proprietary right, title, or interest to the moneys received but received them only as 
trustees or agents for its stockholders.®4 


The Tax Court refused to be swayed by the above arguments and, holding the 
corporation to be taxable on the income it was obligated to distribute, referred to 
Moline Properties v. Commissioner®® There the Supreme Court referred in the 
following language to Burnet v. Commonwealth Improvement Company,®® where 
a corporation had been held taxable for a profit on a sale to its sole stockholder: 


This was because the taxpayer had adopted the corporate form for purposes of his own. 
The choice of the advantages of incorporation to do business, it was held, required the 
acceptance of the tax disadvantages.8? 


The members of an incorporated cooperative association have chosen to use the 
corporate form of doing business. The fact that by contractual arrangements the 
corporate income goes not to the corporation but to its patron-stockholders is irrele- 
vant as far as the taxation of that income to the corporate entity is concerned. When 
the corporate members accept the advantages of incorporation, they are also re- 
quired to accept the tax disadvantages. 

The mere fact that the cooperative purports to act as agent for its members does 
aot warrant its tax exemption. A corporation can transfer its earnings in only 
two ways: by gift and by contract. Neither of these transfers will affect the in- 
come-tax liability of the corporation on the earnings so transferred. When a cor- 
poration uses its own business judgment in its business operations it is acting as a 
principal and is taxed as a principal even though it does not treat its earnings as 
its own because it is acting under an agency contract.®* 

Cooperatives also argue that the part of their net income which they are obli- 
gated to distribute as patronage dividends cannot be taxed to them because they 
have no control over such funds. They direct attention to the fact that they are 
bound by charter provisions or by by-laws which they have previously adopted 
and so do not have free control over the disposition of their income. 

An example showing how little control is necessary to make income taxable to 
the former owner is found in United States v. Joliet & Chicago Railroad Com- 

“1d. at 697. * 319 U. S. 436 (1943). 

*° 287 U. S. 415 (1932). * 319 U. S. 436, 439 (1943). 


** All Russian Textile Syndicate v. Commissioner, 62 F. 2d 614 (C.C.A. 2d 1933), cert. denied, 
289 U. S. 752 (1933). 
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pany.©® The plaintiff in that case, the owner of thirty-seven miles of railroad be- 
tween the cities of Joliet and Chicago, Illinois, on January 1, 1864, entered into 
an indenture under which it granted, demised, and leased the railroad, together 
with all the appurtenances thereof, to the Chicago & Alton Railroad Company, its 
successors and assignees, without reservation, forever. In consideration therefor, the 
Chicago & Alton Railroad Company obligated itself to pay to the plaintiffs stock- 
holders forever, in quarterly installments, an annual dividend of 7 per cent per 
share on the par value of all outstanding capital stock. 

Although the plaintiff corporation remained in existence only to maintain a 
stock-transfer book, the Commissioner asserted a tax against it on the basis that 
the income received by its stockholders was income to it. The taxpayer pointed 
out that the so-called lease in perpetuity without a defeasance clause divested it of 
all right, title, and interest in the property and vested a full and indefeasible title in 
the grantee. The taxpayer also called attention to the fact that the indenture of 
1864 vested all rights to payment of dividends in its stockholders and divested it of 
any right to, or control over, such payments. The taxpayer therefore contended 
“that a corporation which does not own or control property and has no right to, 
or. control over, any income from the property cannot be in receipt of income, con- 
structively or otherwise.”*° In sustaining the Commissioner, the Court said: 


Such considerations do not dispose of this controversy... . The fact that there is an 
anticipatory arrangement whereby the taxpayer is not even a conduit of the payments 
is no more significant in this type of case than it was in Lucas v. Earl, supra.™ 


In a footnote to Commissioner v. Tower,’* the Supreme Court referred to the 
Joliet & Chicago Railroad case, saying: 


Under some circumstances, income has been held taxable to a person even when he 
does not own or control it.78 


The fact that a cooperative corporation has no immediate right to or control 
over the income which it distributes as a refund to its patrons does not mean, 
therefore, that it should escape the corporate income tax with respect to such 
monies, 

Il 

The above review of cooperative statutes, charters, by-laws, Treasury rulings, 
and court decisions demonstrates that “patronage dividends,” as that term is com- 
monly used by the cooperatives, are distributions of net income on a patronage 
basis. Various principles of income tax law, when applied to cooperative cor- 
porations, also indicate that patronage dividends should be included in their tax- 
able income. 

The cooperatives maintain that patronage dividends are additional price adjust- 
ments, or rebates, or price payments, in order to justify their escape from taxation. 

315 U. S. 44 (1942). 1d. at 46. 


7d. at 46, 48. (Italics supplied.) ™ 327 U. S. 280 (1946). 
™ 1d. at 289 n. 7 (Italics supplied.) 
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It is true that any money received from a business because of patronage may 
superficially be regarded as a price adjustment. When that so-called “price adjust- 
ment” is keyed to, and acts to distribute corporate profits, however, it must be con- 
sidered as corporate net income for purposes of income taxation. 

The cooperatives contend that they handle a patron’s business on a non-profit 
agency basis. Because of the large size of their operations, however, they do not 
and cannot operate that way. Inherent difficulties make it economically unwise, 
if not impossible, for them to act as agents, or to foresee economic conditions ac- 
curately enough to enable them to operate on a cost basis. As a result, they have 
to operate on a profit basis in the same way that any other business corporation 
does. Thus cooperative practice fails to follow cooperative theory. The coopera- 
tives try to get back to the non-profit basis by the method in which they distribute 
their taxable income. Since the substituted method is not the original ideal, however, 
they do earn profits and so should be taxed on them. Moreover, the patronage 
dividend paid to any particular member has no relation to the profits made on 
transactions with him, and thus can be regarded only as a pro rata distribution of 
over-all profits. 

The cooperative does not act as the true agent of any particular patron. When 
a patron makes a sale of commodities to the cooperative or a purchase of goods 
from it, title to such commodities or goods passes to the purchaser upon execution 
of the sale in both instances. After a marketing cooperative purchases the com- 
modities, acquiring title thereto, it treats the commodities as its own, commingling 
such commodities with those of others, mixing, processing, handling, and in some 
cases manufacturing them without any requirement that an individual accounting 
be made to each patron for each particular commodity handled. In many cases, 
incidental services are also performed. Because of the natural uncertainties of 
business, losses may occur in some commodities and gains in others. With respect 
to transactions with a particular patron, losses may occur on some or all transactions, 
while with another patron the transactions may be consistently profitable. 

In the case of purchasing or consumers’ cooperatives, usual business practices are 
followed with respect to accumulation of inventory. Market prices are determined 
by reference both to general marketing conditions and cost of inventory acquisition. 
As in the case of marketing cooperatives, numerous incidental services are performed. 

A general analysis of the business operations of cooperatives reveals the im- 
practicability if not the impossibility of relating patronage dividends to gain or 
loss upon any particular transaction with any particular patron. 

To say, in effect, that a sale remains open until the end of an accounting period 
to permit the payment of an addition to the price does not recognize facts. For 
example, during 1946 there were extremely wide fluctuations in the price of flaxseed, 
the price increasing from $3.00 to $6.00 per bushel in just a few days. Many farmers 
sold flaxseed to cooperative grain elevators both before and after the price increase. 
In the case of a farmer who before the price increase sold flaxseed which the co- 
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operative sold after the price increase, the theory that the former sale was not 
closed but was in fact open pending receipt of the additional price would require 
that an additional payment of almost $3.00 per bushel be made. The farmer who 
had received $6.00 initially and whose flaxseed was sold by the cooperative at $6.00 
plus freight and margin would not be entitled to receive additional payment. But 
cooperative corporations do not return to each farmer the net proceeds of the 
sales of his produce less necessary expenses; instead, they determine the over-all net 
profits for flaxseed and these profits are shared by all flaxseed patrons in propor- 
tion to their patronage. 

The fact that cooperatives do not, by patronage dividends, adjust their prices 
so as to do business at cost is clearly seen in the case where transactions with a 
particular patron result in a loss. Assume, for example, that one patron sold only 
durum wheat to the cooperative, all of which was disposed of at a loss. The greater 
the patronage of this member, the greater is the cooperative’s loss on his business, 
and paradoxically, the greater is his share in the cooperative’s over-all net profit. 

The fact that a patronage dividend is not a mere price adjustment which enables 
a cooperative to handle specific business transactions at cost is thrown into sharp 
relief where the patronage dividend is more than the commission originally charged. 
For example, the Eighth Annual Report of the Farmers Union Grain Terminal 
Association states: 


You will note that your patronage savings from FUGTA are more than the commission 
rate which we must charge. This means the producer not only gets a patronage refund 
equal to the full commission charged but also a fraction of a cent a bushel in addition. 
The additional savings were made possible by the processing, storing and merchandising 
of your grain through the terminal facilities. 


This excerpt discloses that the Farmers Union Grain Terminal Association did 
not merely handle the farmers’ produce at cost. The size of its patronage dividend 
was so large that, in effect, this cooperative not only handled the farmers’ produce 
for nothing but apparently paid him for putting it to the trouble of marketing his 
produce. 

Actually, of course, no price adjustment bringing services down to a cost basis 
was involved. A patronage “saving” that saves more than it started with is patently 
more than a “saving.” There must have been income to pay for operating expenses 
and to provide for the payment made to patrons in addition to the return of the 
commission charged. In fact, the cooperative has simply distributed over-all profits, 
and in so far as the price-adjustment theory holds otherwise it is unrealistic. 

A consumers’ cooperative during its fiscal year sells myriads of different kinds of 
articles to members and non-members indiscriminately at varying profit margins— 
some at a loss. A particular patron during the year may buy varying quantities of 
many different items, from soap, cosmetics, tooth paste, drugs, electrical appliances, 
corn flakes, and cigarettes to tractors, hay ricks, pumps, rope, and fence wire—each 
at a different profit margin to the cooperative. He may confine his purchases to 
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the grocery department, which shows an over-all loss, and be entitled to a patronage 
dividend only because of large profits in the farm-machinery department. It is 
obvious that what the member receives at the end of the year is not the profit that 
the cooperative made on its transactions with him, but a share, fixed in a wholly 
arbitrary and completely unrealistic fashion, of the cooperative’s total yearly profits, 
including its profits from collateral sources. 

A further example will illustrate the true nature of the patronage dividend. A 
cooperative may maintain branches in town A and town B. Because of inefficient 
management or lack of sufficient volume at town B a net loss for the year may be 
incurred by the branch there, while a profit may be realized at the branch in town 
A. The patronage dividend paid to members dealing with the branch in town B 
represents nothing but a shifting to them of profits on transactions with an entirely 
different set of customers in town A. It is thus an absurdity to call the patronage 
dividend paid to the members in town B an adjustment to the price of produce 
already handled by that branch at a loss. 

Cooperative spokesmen apparently have believed that if they could describe 
patronage dividends as being a kind of price adjustment (i.e., an additional or final 
payment to the farmer for his produce; or, in the case of purchases, the return of 
excess charges made over actual cost to the cooperative) they would have justified 
the escape of patronage dividends from corporate income taxes. 

Analysis of this theory shows that such is not the case. A patronage dividend 
can be a final payment to the farmer for his produce or the return to him of excess 
charges over the cost of supplies purchased by him and still be distribution of cor- 
porate income. 

This fact has been particularly recognized by Treasury rulings and by the 
courts in those cases in which cooperative corporations, doing business with members 
and non-members, pay patronage dividends to members only. In those cases, the 
cooperative corporation makes its final payment to the farmer for his produce, or 
returns to him overcharges made on supplies furnished to all in accordance with 
good cooperative theory, and yet those “price adjustments” are considered as dis- 
tributing, in part at least, corporate income on which the cooperative must pay 
a tax. 

Thus a Treasury ruling states: 

Profits made by the company upon sales to nonmembers constitute taxable income, 
irrespective of the fact that such profits were returned to members by reduction of cost 
or otherwise."4 


In this ruling, the Treasury held that a reduction of cost (price adjustment) was 
in essence a distribution of profits because the amount thereof was determined by 
the net profits. Since “price adjustments” may be used to siphon net profits out of 
the corporate entity, they are examined with great care and should be disallowed 


™S.M. 2595, IIIl-2 Cum. Butt. 238 (1924). (Italics supplied.) 
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for income-tax purposes when they are based upon, and in effect distribute, cor- 
porate profits. 

The courts in other similar situations have also refused to be bound by the 
price adjustment theory, and have investigated the source of the funds distributed 
as patronage dividends in order to determine whether or not the so-called “price 
adjustment” was also a profit distribution made on a basis of patronage. 

In Juneau Dairies, Inc. v. Commissioner,"® the Board of Tax Appeals under 
such circumstances refused to allow the price-adjustment theory to decrease corporate 
income taxes. With respect to the contracts controlling the price adjustments or 
refunds, the Board pointed out that: 


The contracts were made by the shareholders with an entity of their creation, an organi- 
zation operated and controlled by them.7é 


Since it was the owners of the cooperative who were receiving the price adjust- 
ment, the Board of Tax Appeals considered the funds distributed as a price ad- 
justment to be a dividend, pointing out that: 


. . . a distribution of profits may be made on a basis other than stockholdings and still 
be a dividend distribution.77 


In other words, profits may be distributed as a final payment made for produce 
furnished by a patron, and still be a distribution of profits on which the corporation 
must pay a tax. 

In Fruit Growers’ Supply Company v. Commissioner™® a cooperative paid pa- 
tronage dividends only to members although it also did business with non-members. 
The cooperative maintained that a patronage dividend was a price adjustment on 
members’ produce and that when it computed its income, using the adjusted price, 
it had little, if any, income earned as a result of its transactions. The court refused 
to allow these “price adjustments” to decrease the income-tax liability of the cor- 
poration on the profits distributed thereby. Referring to the income from non- 
member business, the court. said: 


The fact that under the terms of its organization and its method of conducting business 
this income would go to its members in proportion to the amount of goods purchased 
by them instead of in proportion to the stock held by them, does not alter the fact that 
the amount received is in the nature of a profit and therefore, income, to be distributed 
in accordance with the form of organization of the corporation. ... We cannot believe 
that the method by which this income is distributed to the members detracts in anywise 
from the fact that the profit is essentially an income to the corporation, and we believe, 
and hold, that the Board of Tax Appeals correctly determined this question.*® 


While the distinction between a patronage dividend and a price adjustment was 


recognized, it was not carried to its logical and reasonable conclusion. If it were, 
there would be no issue today as to treatment of patronage dividends. 


8 44 B.T.A 759 (1941). 1d. at 762. 
™ Id. at 763. 56 F. 2d 90 (C.C.A. oth 1932). 
Id. at 92, 93. 
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This can be illustrated by assuming a case in which a patron-member of a co- 
operative limits his purchases during the year to “loss leaders.” On each of his 
purchases, as well as on all of his purchases in the aggregate during the year, the 
cooperative will actually suffer a loss. Yet the patron will be entitled to a patronage 
dividend, which can be paid to him only out of profits which the cooperative makes 
on its transactions with other patrons. The difference in treatment between a 
distribution to him of profits made on transactions with other members and a dis- 
tribution to him of profits made on transactions with non-members is wholly irra- 
tional, for there is no difference in principle. 

Taxation is an intensely practical matter. Since it is concerned with economic 
realities, these should be examined. The business operations of a cooperative cor- 
poration are similar to those of a proprietary or business corporation. Although 
organized for cooperative purposes, a cooperative is a separate legal entity, distinct 
from its members and shareholders. The business corporation operates through 
the agency of its paid officers and employees; the cooperative corporation operates 
in the same way. The business corporation has capital stock divided into shares; 
so has the ordinary cooperative. As opposed to partnerships, both business and co- 
operative corporations have a continued existence which is not affected by the 
death, bankruptcy, or personal conduct of members. 

The profit of a business corporation is arrived at by finding the margin of 
gross receipts over necessary costs and expenses. The cooperative’s profits or savings 
are arrived at in precisely the same way. In both, the net income or savings is 
money surplus, and the profits will depend on market conditions, working capital, 
and the loyalty and diligence of officers and employees. In neither type of organiza- 
tion are the members or shareholders liable for the debts of the corporation except 
to the extent of the amounts unpaid on their memberships or shares. In neither 
is the individual member or shareholder entitled to the surplus or reserve, or any 
part thereof, until the directors have declared a dividend in accordance with the 
state law and the charter and by-laws of the corporation. 

When comparisons are made, it is clear that cooperative corporations possess all 
of the essential attributes of ordinary business corporations except as to the basis 
of distribution of their net earnings. ‘The business corporation usually divides 
part of its profits among its shareholders in proportion to the shares owned. A 
cooperative corporation, after distributing part of its profits to its shareholders in 
the form of a dividend not exceeding 8 per cent, distributes the rest in proportion 
to the volume of the members’ purchases or sales. 

The cooperative corporation has full command of its profits. As stated by the 
circuit court of appeals in Farmers Union Co-op. Company v. Commissioner :®° 


Clearly this money is property of the corporation as genuinely and truly as is the grain 
elevator or the stock of merchandise owned by it. While those who might be entitled to 
patronage dividends have, in a sense, an interest in the money it is a character of interest 
not greater, if as great, as that of a stockholder in an ordinary corporation.®1 


"90 F. 2d 488 (C.C.A. 8th 1937). *1 7d. at 491. 
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The court pointed out that this cooperative had the standard provisions in its 
by-laws with respect to the payment of dividends upon capital stock, and held that 
this was a feature of private profit from the enterprise. It concluded: 


Such being the situation here, we must conclude that this balance of income over outgo in 
1928 was a gain subject to taxation under the Sixteenth Amendment.8? 


These considerations point inevitably to the conclusion that the patronage divi- 
dends distributed by a cooperative corporation are in the usual case distributions 
of corporate income which only superficially resemble refunds or additional price 
payments. This conclusion is founded on reasoning as well as on legislative, judi- 
cial, and administrative authority. Since patronage dividends are distributions of 
corporate profits, they should not escape corporate income taxes. Because of the 
keen competition between corporations in our business economy, the power of 
cooperative corporations to dodge payment of income taxes on all or a part of their 
income gives them, in this era of high taxation, a tremendous competitive ad- 
vantage—an advantage which, unless checked, threatens the very existence of 
regular tax-paying corporations. 

** Id. at 492. 








CLASSIFICATION FOR TAX PURPOSES OF RESERVES 
OF TAX-EXEMPT COOPERATIVES 


W. L. Brapiey* 


Section 101, paragraph 12, of the Internal Revenue Code grants to bona fide 
agricultural cooperatives which meet its requirements an exemption from corpora- 
tion income, excess profits, and capital stock taxes.! Basic regulations of the Treas- 
ury Department have been promulgated to implement these provisions of the statute. 

It is not the purpose of this article to discuss the merits of this exemption, which 
has of late been the subject of much public discussion and controversy. We are 
here concerned with an analysis of those criticisms directed at abuses of the ex- 
emption which may have some foundation in fact. We shall consider proposals 
which, if adopted, may be reasonably certain to cure the defects, should they in 
fact exist. Fair-minded men among the proponents and supporters of this tax 
exemption for cooperatives will readily agree that if the present-day development 
of these organizations has produced business practices, not covered by existing regu- 
lations, which afford opportunities for abuse of the exemption privilege, or result 
in the elimination from ultimate taxation to someone of any substantial part of the 
margins realized by the cooperative, they should be recognized, and corrective meas- 
ures adopted. 

There are many who have studied this situation who believe that the basic prob- 
lems with respect to the tax exemption of cooperatives stem from the inadequacy 
of the present Treasury Regulations on this subject. They are equally sure that 
these matters can be adequately covered and controlled by simple amendments to 
the Treasury Regulations, and that an amendment to the present Internal Revenue 
Code is not required to effect a remedy. 

The basic criticisms of the exemption applied to agricultural cooperatives by 
the provisions of the Code and Regulations, as they now read, seem to center on 


the following: 


1. That through the accumulation of substantial reserves, even though for necessary 
business purposes, a substantial amount of income which should be taxable to 


someone may escape taxation. 
2. That substantial amounts, distributed by the cooperatives as patronage refunds, 
which would be taxable to the patron, may not in fact be returned by the patron and 


made subject to tax. 

* Practicing Certified Public Accountant, New York. Chairman of the Standing Coinmittee on 
Cooperative Accounting of the American Institute of Accountants; chairman of the Committee on 
Education in Cooperative Accounting, Terminology and Taxation of the American Institute of Co- 
operation; member of the Legal and Tax Committee of the National Council of Farmer Cooperatives. 

453 Strat. 876 (1939), 26 U.S.C. §101(12) (1940). 
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The answer to these problems may be found simply by spelling out in the regu- 
lations relating to and interpreting the applicable provisions of the Internal Revenue 
Code definite measures pertaining to: 


1.Classification of permitted reserves. 

2. Definitive limits on permitted reserves. 

3--Definitive rules with respect to the taxability of amounts, retained in reserves of 
the cooperatives, as income of the patrons. 

4-Provisions for reporting information at the source with respect to patronage re- 
funds paid or credited by an exempt agricultural cooperative. 


Section 101(12) of the Internal Revenue Code provides that the exemption 
of an agricultural cooperative association otherwise qualified shall not be denied 
“because there is accumulated and maintained by it a reserve required by State 
law or a reasonable reserve for any necessary purpose.” The corresponding pro- 
vision of Regulations 111 (Section 29.101(12)-1(a) ) reads as follows: 


The accumulation and maintenance of a reserve required by State statute, or the 
accumulation and maintenance of a reasonable reserve or surplus for any necessary pur- 
pose, such as to provide for the erection of buildings and facilities required in business 
or for the purchase and installment of machinery and equipment or to retire indebtedness 
incurred for such purposes, will not destroy the exemption.” 


While this Regulation in its present form attempts to define and limit the pur- 
poses for which reserves can be created and the amounts which can be accumu- 
lated in such reserves, subject to the discretionary judgment of the Commissioner 
with respect to necessity and amount, both the statute and the Regulations are 
silent on the very important matter of how and when the amounts so retained 
shall be taxable to the patron to whom such equities belong. This omission from 
the Regulations might permit the accumulation of -substantial sums which, while 
meeting the requirements both of necessity and reasonableness for a reserve, might 
never be subject to taxation in the hands of either the cooperative or the patron. 
This constitutes the basic problem. The answer lies in the fact that it is not in- 
consistent with the statute for the Regulations to provide that while amounts may 
be accumulated by an exempt cooperative in a reserve without prejudice to its 
rights to exemption, the equities of patrons so retained and utilized can and should 
be subject to definite rules with respect to the time and manner of their taxation 
as income to the patron to whom they belong. 

The problem would be simplified if the regulations prescribed a classification of, 
and perhaps some limitation with respect to, reserves which an exempt cooperative 
would be permitted to accumulate. The following suggestions are submitted. 

1. Valuation reserves. The reserves for depreciation, depletion, and bad debts, and 
those affecting valuation of other balance sheet items to be accrued by an exempt 
agricultural cooperative, are in the same category as like reserves accumulated and 
maintained by any tax-paying corporation. It therefore seems proper that with 


* U.S. Treas. Reg. 111, §29.10(12)-1(a) (1943). 
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respect to the accumulation of these reserves the rules set forth in the applicable 
paragraphs of Section 23 of the Internal Revenue Code and the corresponding 
Regulations® should apply. Section 29.101-12 of the Regulations provides that an 
agricultural cooperative shall do business with its patrons at cost. Any departure 
from the general rules with respect to the accrual of valuation reserves applicable 
to any tax-paying corporation might permit the distortion of annual costs by the 
inclusion of excessive provisions for these reserves. In as much as these valuation 
reserves are calculated to measure loss in value from use, they do not, if properly 
accrued, represent an accumulation of equity which would require the earmarking 
of each patron’s share therein. They merely reflect a compensatory return of capi- 
tal and do not represent any equity belonging, and taxable, to the patron as such. 

2. Contingent reserves. The cooperative statutes of several states require that 
agricultural cooperatives maintain a reserve for contingencies for the protection of 
the capital and financial integrity of the association and to permit it to absorb shocks 
and losses which may occur in the operation of any business enterprise. Congress 
and the several legislatures have recognized that this procedure conforms to con- 
siderations of prudence. It would seem that even where the cooperative statutes of 
a state do not require the maintenance of such a reserve, the establishment and ac- 
crual of a reserve for that purpose comes clearly within the purview of a reserve for 
a necessary business purpose. The accumulation of a reasonable reserve for con- 
tingencies, therefore, should be permitted without prejudice to the tax-exempt status 
of the association, whether or not such a reserve is required by state statute. If 
this is a prudent requirement recognized by one state, which, by statute, requires 
the accumulation of a reserve, the identical circumstances in this respect prevail 
and warrant its application to cooperatives in other. states, the statutes of which 
may not require this accumulation. However, it seems proper that definitive 
maximum limits on the accumulation of these reserves should be spelled out in 
the Regulations, as well as a limit on the percentage of annual net savings or mar- 
gins which could be appropriated in the accumulation of these reserves. This 
purpose could be accomplished by limiting the annual appropriations to this reserve 
to an amount not in excess of 20 per cent of the annual net savings or margins 
realized, provided that the reserve to be accumulated shall not exceed the higher of: 


1. 50 per cent of the combined capital, funded debt, and accumulated capital reserves, 


as defined; or 

2. The average annual operating expenses during the preceding three years. (If the 
cooperative has been in existence less than three years, the period of its existence 
shall be used in determining the average annual operating expense.) 


With respect to this second class of reserves—namely, contingent reserves— 
since the amount which can be accumulated is definitely limited, and further, since 
the reserve is created for the purpose of absorbing shocks and losses, so that patrons’ 
equities therein may be in a state of constant flux from year to year, the patrons’ 


*U. S. Treas. Reg. 111, §29.23 (1943). 
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individual equities need not be definitely allocated. The cooperative, however, 
must be required to maintain adequate records of patronage so that in the event of 
dissolution, liquidation or any other authorized distribution from this reserve, the 
distribution will be made to patrons on the basis of past patronage; with the 
further provision that the patronage basis may be limited to the patronage of the 
five years immediately preceding the liquidation or dissolution. Under this pro- 
vision, since patrons’ equities in this class of reserve would not be allocated, they 
would be taxable to the patron only upon distribution. 

3. Capital reserves. The third category of reserves would be classed as “capital 
reserves” and would embrace any amounts retained by the cooperative association 
for any purpose other than those covered by the preceding two categories. The 
amounts retained in capital reserves should be evidenced by the issue to each patron 
of some evidence of equity in one or more of the following forms: 


1.Capital stock, subject to the limitations as to dividends and ownership prescribed 
by the statute. 


2. Bonds, certificates of indebtedness, or notes. 
3. Certificates of ownership or equity, or other form of evidence of equity. 


‘The effect of the foregoing provisions would be that the entire net margins or 
savings of the association not needed for (a) valuation reserves, (b) contingent 
reserves, or (c) to pay dividends on capital shares outstanding, would be distributed 
to the patrons annually either in cash or in some form of evidence of equity. The 
Regulations should therefore be amended to define the rules with respect to the 
taxation to the patron of amounts distributed to him in forms other than cash. 
This would require an amendment of Section 29.42-2 of Regulations 111, which 
defines the constructive receipt of income, to include definitely such distributions 
as income constructively received by the patron-taxpayer. 

It is suggested that any evidence of equity issued to patrons as a patronage re- 
fund, which does not have a definite maturity date within ten years from the date 
of issue, should constitute taxable income to the patron in the year of issue to him. 
The amount to be included in the patrons’ returns should be the face amount of 
proceeds or patronage margins represented by the distribution, without regard to 
the market or actual value of the evidence of interest distributed. Where the dis- 
tribution has been in the form of revolving-fund certificates or other evidences of 
equity which have a maturity date within ten years after the date of issue, or which 
are subject to retirement on or after the maturity date by the application to such 
retirement of all net margins or savings realized by the association after the maturity 
date, then these amounts should be taxable to the patron when the cash payment, 
or its equivalent, is received by him. If at the time of maturity of these evidences 
of equity they are paid, not in cash, but by other evidences of equity, or debt of the 
issuer, or by renewal or extension of the original form of evidence of equity, the 
re-issue, renewal, or issue of other evidence of equity should be construed as pay- 
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ment and should become taxable income to the patron on the maturity date of the 
original evidence of equity. 

There is a valid reason for making certain distinctions in the time for taxing 
the value of these evidences of equity to patrons. Many farmer cooperatives have 
long followed the custom of paying patronage refunds in revolving-fund certifi- 
cates, which are redeemed in cash as they become due. In many sections of the 
country, farmer owners of these certificates have followed the practice of taking the 
proceeds of these certificates into their taxable incomes in the year in which payment 
is received. If the tax is to be assessed only with respect to the issue of the evidence 
of equity, then it would not apply to those already issued. On the other hand, if 
provision should be made to tax to the patron the proceeds in redemption of those 
issues which are already outstanding, as they are received by the patron, and at 
the same time to tax him on the face value of equities being currently issued, there 
would be an unjust pyramiding of tax to the patron of two, or more, years’ equities 
in one taxable period. Furthermore if the “constructive receipt” rule, which would 
make the face value of evidences of equity taxable to patrons when issued, were 
to be applied without an exception for those issued with deferred maturities, the 
Treasury might be barred from collecting the tax on proceeds in retirement of 
evidences of equity issued in earlier years with respect to which the statutory 
period for collection had expired. 

To carry out these suggestions concerning reserves and the taxation of patrons’ 
equities therein the applicable provisions of the Treasury Regulations might be 
amended as follows. 


Regulations 111: 

Sec. 29.101(12) 1—That part applicable to reserves to be amended to read: 

The accumulation and maintenance of a reserve required by State statute, or the ac- 
cumulation and maintenance of a reasonable reserve or surplus for any necessary purpose, 
such as to provide for the erection of buildings and facilities required in business or for 
the purchase and installment of machinery and equipment, or to retire indebtedness in- 
curred for such purposes, will not destroy the exemption; provided, however, that the 
accumulation of such reserves shall be in accordance with and subject to the following 
rules: 

(A) In the accrual of additions to reserves for depreciation, depletion, bad debts and 
other reserves affecting the valuation of assets, the cooperative association shall 
be governed by the same rules and limitations which apply to any non-exempt 
taxpayer with respect thereto. 

(B) A cooperative association may accumulate a reserve for contingencies by the 
appropriation of not more than 20 per cent of its net margins or savings for 
any year, provided that such reserve for contingencies shall not exceed the 
higher of: 

(1) 50 per cent of the combined capital, funded debt, and accumulated capital 
reserves as defined herein. 

(2) The average annual operating expenses incurred during the preceding three 
years. (If the corporation has been in existence less than three years, the 
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period of its existence shall be used in determining the average annual 
operating expense.) 

(C) Any amounts retained by the association as additions to reserves for any other 
purposes than valuation of assets, or provision for contingencies, as provided 
in (A) and (B) above, shall be considered as contributions to the capital re- 
serves of the association, and within twelve months from the close of the year 
with respect to which such amounts are retained, there shall be issued to each 
patron of the association a certificate or other definite evidence of his respective 
equity in the amounts so retained by the association as capital. Evidences of 
equity distributed pursuant to this Section shall be taxable to the recipients as 
provided in these regulations, Section 29.42-2, as amended. 

Regulations 111: 

Section 29.42-2—Add after the final word (“receipt”) of the present regulation, the 

following: 

But with respect to distributions by cooperative associations of patronage refunds in 
the form of evidences of equity as provided in Sec. 29.101(12) 1 of these Regula- 
tions, the following provisions shall govern: 

(A) Where such evidence of equity does not have a definite maturity date within 
ten years from the date of issue, the amount for which such evidence of equity 
was issued shall constitute taxable income to the recipient in the year of issue, 
as constructively received by him and reinvested in the securities of the issuing 
association. 

(B) Where such evidence of equity has a maturity date within ten years, o¢ less, 
after the date of issue, or is subject to retirement on or after the maturity date 
by the application to such retirement of all net margins or savings realized by 
the issuing association after such maturity date, then such amounts shall be 
taxable to the respective patron when the cash payment, or its equivalent, is 
received by him; provided, that if at the time of, maturity of such evidences 
of equity, they be paid, not in cash or property, but by other evidence of equity 
or debt of the issuer or by renewal or extension of the original form of evi- 
dence of equity, then such reissue, renewal, or issue of other evidence of equity 
shall constitute payment, and become taxable income to the patron on the ma- 
turity date of the original evidence of equity. 


4.Information reports. With respect to reports of information at the source, 
it has been generally considered that payments of patrons’ refunds do not constitute 
the payment of fixed and determinable income, as covered by the present provisions 
of Section 29.147 of Regulations 111. Furthermore, in the payment of patronage 
refunds by many cooperative associations, there is involved a multitude of small 
items, the reporting of which would be burdensome to both the cooperative asso- 
ciation and the Treasury Department. It is therefore suggested that all patronage 
distributions made to patrons by cooperative associations, either in cash or in forms 
of evidence of equity which are presently taxable to the patron, should be reported 
by the cooperative, subject to the limitation that any payment of less than $100.00 
to any patron in any year need not be reported. This could be accomplished by 
amending Section 29.147 of the Regulations to provide that the cooperative associa- 
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tion shall report this information, but that these reports shall be made in the form 
of a list to be presented annually, within nine months from the close of the fiscal 
year, to the Internal Revenue Agent in Charge in the district in which the principal 
office of the cooperative association is located. Where a cooperative: association 
operates in more than one Internal Revenue District, the information lists with 
respect to residents in the respective districts should be filed with the Agent in 
Charge for each district. The following amendment of the Regulations is suggested: 


Regulations 111: 

Section 29.147-1—Add after the last word of the Section (“disposition”) the following: 

Except that with respect to amounts distributed by cooperative associations as 
patronage refunds, the fact of payment shall be determined as provided in Section 
29.42-2 of the regulations, pertaining to the constructive receipt of income. 

Returns of information with respect to payments of patronage refunds shall be made 
as to all amounts of $100.00 or more paid or credited in any year, but such returns shall 
not be made on Forms 1099 and 1096, but shall be in the form of a list giving the 
names and addresses of the distributees and amounts of all such patronage distributions; 
such lists to be filed within nine months from the close of the fiscal year of such asso- 
ciation with the Internal Revenue Agent in Charge in the district in which the asso- 
ciation operates, or if the association operates in more than one Internal Revenue Dis- 
trict, such information lists with respect to residents in the respective districts shall be 
filed with the Agents in Charge for such districts. 


5. Statute of Limitations—Applicability to Exempt Agricultural Cooperatives. 
The Revenue Act of 1943 provided that organizations exempt from corporation 
income taxes under the provisions of Section 101 of the Internal Revenue Code 
should annually file a report of information. The report which the Commissioner 
has adopted for this purpose is a revision of Form ggo.° At the time this revision 
of the Code was adopted by Congress in 1943, there was considerable discussion in 
committee hearings as to the applicability of the statute of limitations to exempt 
organizations, and there was evidence that it was the intent of Congress that the 
filing of the annual report thus called for should be acceptable as a return to start 
the running of the statute as provided in Sections 275 and 276 of the Internal Rev- 
enue Code.® Accordingly, the Commissioner of Internal Revenue, on June 8, 1944, 
issued a ruling to the effect that the timely filing of the prescribed form of report, 
completely filled in, would be accepted as a return as called for in Sections 275 and 
276 of the Code, and would start the running of the statute of limitations. It is 
recommended that this ruling be made the subject of a definite Regulation, and 
therefore, the adoption of the following amendment to Section 275 of the Regula- 


tions is suggested: 


Regulations 111: To become Sections 29.275-1(12) and 29.275-2 (6). 
For the purposes of Sections 275 and 276 of the Internal Revenue Code, the 


*Inr. Rev. Cove §54(f). 
®U. S. Treas. Reg. 111, §29.101-2(e) (1943). 
*54 Srat. 1007, 53 Stat. 87, 26 U.S.C. §§275, 276 (1940). 
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filing of the annual return required by Section 54 (f) of the Internal Revenue Code, 
as amended by the Section 117, Revenue Act of 1943, by corporations exempt from 
Corporation Income and Profits Taxes under Section 101 of the Internal Revenue Code, 
shall constitute the filing of a return as required in this section, to start the period of 
limitations. 


The adoption and application of the additions or changes in the Treasury Regu- 
tions herein suggested should operate to give ample assurance that margins of 
exempt cooperatives will not escape ultimate taxation, but will, in fact, be taxed 
at a definite time and at a stated value to the patron to whom they belong. This 
would effectively correct any valid grounds for criticism which may now exist. 








COOPERATIVES AND INCOME TAXES 


Witrriw E. Rumsre* 


Cooperative associations are subject to every real and personal property tax and 
almost every other type of tax, in the same way and to the same extent as ordinary 
private business corporations. It is in respect to income taxes that their treatment 
is different. It is to that point that this article is addressed. 

In order fairly to judge the point of view of cooperatives as to their income 
tax status, an understanding of the general nature of cooperatives is necessary. The 
cooperative corporation is essentially a group of individuals or corporations, or 
both, organized into corporate form for the purpose of acting collectively in the 
marketing of their products or the acquisition of their supplies. Almost every state 
in the Union has statutes expressly providing for the organization of cooperative 
corporations, and Congress has provided for the organization in the District of 
Columbia of cooperative associations of consumers.! Most of these laws were origi- 
nally enacted principally to insure to groups of farmers the right to act collectively 
without violating state antitrust statutes. Congress assured to cooperatives the same 
immunity from federal antitrust statutes by enactment of the Capper-Volstead Act 
in 1922.2 Neither state nor federal law grants such immunity to cooperatives in 
their ordinary commercial transactions and dealings. 

A cooperative may be organized under the ordinary business corporation statutes 
of most states. The Federal Farm Board, acting under the advice of Stanley Reed, 
then its general counsel, now a Justice of the Supreme Court of the United States, 
organized its great cooperative marketing and warehousing corporations under the 
general corporation statutes of Delaware. There are, of course, some advantages 
in organization under the usual cooperative statutes, but there are also definite re- 
strictions and disadvantages. The Minnesota General Cooperative Act® is fairly 
typical. Cooperative associations organized under these statutes differ from busi- 
ness corporations in several important respects, among which are the following: 

1. There is a limit on the amount of voting stock a member may own, a common 
limitation being “not more than one-twentieth of the stock outstanding”; 

2. Dividends on capital stock may not exceed a stated rate, such as 6 per cent per 
annum, and are not cumulative; 


* Member of the Minnesota bar and of the firm of Doherty, Rumble, Butler, and Mitchell, St. Paul, 
Minnesota; counsel for several cooperative associations. 

* District of Columbia Cooperative Association Act, Pub. L. No. 642, 76th Cong., 3d Sess., c. 397, 
approved June 19, 1940. 

#42 Stat. 388, 7 U.S.C. §291 (1940). 

® Minn. Strat. ANN. (1945) §§308.05 to 308.18. 
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3. Each member has one vote only, regardless of the number of shares of stock 
he owns; and 

4. All earnings or savings remaining after payment of expenses of operation, 
dividends on capital stock, and provision for required reserves must be distributed. 

There are in general two types of cooperative association. One engages in mar- 
keting or selling the products or property of its members and patrons (customers), 
and is commonly known as a marketing cooperative. Practically all cooperatives 
of this type are owned and controlled by farmers, and market only farm products. 
The other engages in purchasing or buying supplies and goods for its members and 
patrons, and is commonly known as a purchasing cooperative. Despite the growth 
in recent years of urban purchasing cooperatives, it is still true that many of the 
purchasing cooperatives are principally owned and controlled by farmers. Urban 
cooperatives of this type are frequently referred to as consumer cooperatives. Some 
farmer-owned cooperatives engage in both marketing and purchasing activities. 
The principal purpose of any cooperative association is to sell, buy, or furnish 
products, merchandise, or services, as the case may be, for its patrons at cost. In 
order further to reduce costs to their patrons, some marketing cooperatives engage 
in the first processing, warehousing, and transporting of farm products, and some 
purchasing cooperatives, for the same purpose and also in order to secure necessary 
supplies, engage in manufacturing operations and own and operate oil wells, re- 
fineries, fertilizer plants, and feed-processing plants. 

Cooperative associations vary in their actual methods of operation. Generally, 
however, the marketing cooperative agrees to market all the agricultural products of 
the type handled by it produced and delivered to it by its patrons, and to pay 
to each patron the entire marketing proceeds after deduction of expenses. When a 
patron delivers products to the cooperative for sale, the amount to which he will 
finally be entitled cannot be known, so the cooperative pays to the patron a sub- 
stantial part of the estimated sales price. At the end of the year, when the products 
have been sold and the costs determined, the cooperative distributes the remainder 
of the proceeds to its patrons in proportion to the products marketed for them. 
This distribution is called a patronage refund, but in reality it is further payment 
of the sales price. In addition to their selling, processing, warehousing, and other 
activities incident to the marketing of products to the best possible advantage, most 
farmers’ marketing cooperatives employ laboratory and other experts for the pur- 
pose of improving the quality of their patrons’ products, increasing efficiency in 
production, and informing members of current developments in production meth- 
ods, types of product, and equipment. 

A purchasing cooperative agrees to buy and deliver to its patrons farm supplies 
and other goods at cost. Since the actual cost of each purchase cannot be determined 
in advance, the cooperative usually charges and collects from the patron an amount 
more than sufficient to cover the expected cost price plus estimated operating ex- 
pense. At the end of the accounting period the actual cost of goods purchased plus 
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cost of operation is determined, and any excess amount collected from the patrons 
is returned to them in proportion to their purchases. The amount so returned to 
the patrons is a true patronage refund. 

In American Shook Box Export Association v. Commissioner, the court said: 


In order to be a true cooperative, however, the decisions emphasize that there must be 
a legal obligation on the part of the association . . . to return to the members on a pa- 
tronage basis, all funds received in excess of the cost of goods sold. Such an obligation 
may arise from the association’s articles of incorporation, its by-laws, or some other 
contract.5 


I would define a true cooperative as one which is legally obligated, by written 
agreement or by appropriate provisions of its articles of incorporation or by-laws or 
by the statute under which it is organized (1) to distribute to its members or pa- 
trons, or both, in proportion to their patronage, all of its income in excess of its 
costs of operation, except such as it is authorized to pay in limited dividends upon 
capital stock and to place in statutory or other necessary reserves, and (2) to allocate 
or credit all reserves (except consumable reserves) to the patrons who contributed 
to them, upon the same patronage basis. It is this type of true cooperative to which 
I refer when using the term “cooperative.” 

Cooperative associations are organized either on a capital stock or on a member- 
ship basis. In the capital-stock cooperatives exclusive voting control is in the common 
or membership stock and all eligible patrons must acquire at least one share, which 
may be paid for upon an ordinary subscription basis or by the application of pa- 
tronage refunds. In most membership cooperatives the patron, if eligible, is re- 
quired to pay for a membership (usually the fee is nominal) when he first patron- 
izes the cooperative. 

Cooperatives need capital, as do private business corporations. Indeed, some 
marketing cooperatives need more capital than private business corporations with 
which they may be in competition, because of their obligation to accept all products 
tendered by their members, regardless of market conditions. Such cooperatives 
cannot buy when market conditions are favorable and refuse to buy at other times. 
Carrying of large inventories and consequent unusual exposure are inevitable dur- 
ing certain periods and seasons. 

Cooperatives generally finance themselves through the issuance of preference 
stock, bonds, notes, certificates of indebtedness, and bank borrowings, and the use 
of revolving and other reserves. A large part of the securities of cooperatives is 
sold to members and patrons in the usual fashion, except that sales are direct from 
the cooperative to the individual purchaser. It is practically impossible for a co- 
operative to offer a security which is attractive to the ordinary investor, because of 
the usual provisions of state statutes limiting dividends upon capital stock, pro- 
hibiting payment of cumulative dividends, requiring that control of the corporation 
shall always be in members (producer-members in farmer cooperatives), limiting 


“156 F. 2d 629 (C.C.A. oth 1946). ®Id. at 630. 




















Cooperatives AND INcoME TAXES 537 


the class from which directors and officers may be chosen, and other less important 
restrictions. Thus cooperatives are practically compelled to secure their capital 
from their own patrons and members. The result is that this capital has been se- 
cured to a considerable extent from the reinvestment in capital securities of the co- 
operative by patrons of their share of the receipts of the cooperative. All the 
state statutes require cooperatives to distribute net income (after dividends on capi- 
tal stock and after small required reserves) to patrons annually or oftener, and 
most of them expressly permit distributions to be made in capital securities. It 
is principally the methods used by cooperatives to finance their activities which give 
rise to the present bitter attacks upon the income-tax treatment accorded coopera- 
tives by Congress, the Treasury Department, and the courts. 

Since 1916 the Internal Revenue Code has provided an exemption for farmer 
cooperatives fulfilling certain stated conditions. The Internal Revenue Code con- 
tains no other provisions specifically applicable to cooperatives, so that for income 
tax purposes there are only two classes of cooperatives, one class consisting of those 
wholly exempt from the payment of income taxes, and the other of those which 
are not exempt and which are subject to the same rules, regulations, and laws as 
private business corporations. Orderly treatment requires separate consideration 
of each class. 

Exempr Cooperative AssociATIONs 


The exemption provisions applicable to cooperative associations appear in Sec- 
tion 101(12) and (13) of the Internal Revenue Code.® Section 101(13) is not par- 
ticularly important here. Section 101(12) is set forth in a footnote.” 

The statute, in different form, was first enacted in 1916 and has been amended on 
several occasions, but it has been in substantially the present form since 1926.8 

It will be observed that the statute offers to certain farmer cooperatives a con- 


*53 Strat. 876, 26 U.S.C. §101(12), (13) (1940). 

™“Farmers’, fruit growers’, or like associations organized and operated on a cooperative basis (a) for 
the purpose of marketing the products of members or other producers, and turning back to them the 
proceeds of sales, less the necessary marketing expenses, on the basis of either the quantity or the 
value of the products furnished by them, or (b) for the purpose of purchasing supplies and equip- 
ment for the use of members or other persons, and turning over such supplies and equipment to them 
at actual cost, plus necessary expenses. Exemption shall not be denied any such association because 
it has capital stock, if the dividend rate of such stock is fixed at not to exceed the legal rate of interest 
in the State of incorporation or 8 per centum per annum, whichever is greater, on the value of the 
consideration for which the stock was issued, and if substantially all such stock (other than non-vot- 
ing preferred stock, the owners of which are not entitled or permitted to participate, directly or in- 
directly, in the profits of the association, upon dissolution or otherwise, beyond the fixed dividends) 
is owned by producers who market their products or purchase their supplies and equipment through 
the association; nor shall exemption be denied any such association because there is accumulated and 
maintained by it a reserve required by State law or a reasonable reserve for any necessary purpose. 
Such an association may market the products of nonmembers in an amount the value of which does 
mot exceed the value of the supplies and equipment purchased for members; provided the value of 
the purchases made for persons who are neither members nor producers does not exceed 15 per centum 
of the value of all its purchases. Business done for the United States or any of its agencies shall be 
disregarded in determining the right to exemption under this paragraph.” Jd. §101(12). 

® Revenue Act of 1921, §231(11); Revenue Act of 1926, §231(12); Revenue Act of 1928, §231. 
The Revenue Act of 1928 added what is §101(13) of the present Revenue Act. See also U. S. Treas. 
Reg. 111, §29.101 (12), (13) (1943). 
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ditional right to be exempted from the income tax. There are approximately 
10,500 farmer cooperatives. Roughly, half of them have been granted exemption. 

In order to qualify for exemption under this section a marketing association must 
limit its marketing operations to the marketing of the agricultural products of its 
members and patrons, pay to its patrons the proceeds of its sales less the necessary 
operating expenses on the basis of the products furnished by them, and limit its 
marketing of non-members’ products to an amount not exceeding the products 
marketed for its members. A purchasing association must limit its operations so 
that the volume of goods purchased for non-members will not exceed the volume 
of goods bought for members, and so that purchases for those who are neither mem- 
bers nor producers will not exceed 15 per cent of total purchases. An association 
of either kind must be both organized and operated on a cooperative basis. All 
receipts in excess of actual cost must be turned back to patrons on a patronage 
basis. ‘There may be no discrimination between members and non-members. 
Records must be kept in a manner that will disclose the interest of every patron 
in any patronage margins. If the cooperative has capital stock it may not pay divi- 
dends in excess of the legal rate of interest in the state of incorporation or 8 per 
cent, whichever is higher. In case of liquidation, stockholders may receive nothing 
in excess of the value of the consideration paid for the stock plus any unpaid de- 
clared dividends. Substantially all the voting stock must be owned by farmers 
who market their products or purchase their supplies and equipment through the 
cooperative. It must not maintain any reserves other than those required by the 
laws of the state of incorporation and reasonable reserves for necessary business 
purposes. 

In order to have its right to exemption recognized a cooperative association must 
apply for and receive a letter of exemption from the Treasury Department. The 
exemption is effective only so long as the cooperative’s form of organization and 
business practices conform to the statements made in the application and to the 
requirements of the Revenue Code. Those requirements are sufficiently onerous 
that many farmer cooperatives do not seek the exemption. 

An exempt cooperative pays no federal income tax so long as it meets the 
statutory requirements. It is completely exempt from income tax in its operations. 
If it fails to comply with any of the statutory requirements, it loses the exemption 
and becomes subject to taxation as an ordinary corporation. There is no such 
thing as a partially exempt cooperative. 

The exemption option is a special privilege extended to the agricultural in- 
dustry. Most lawyers for farmer cooperatives make no attempt to justify the ex- 
emption upon legal grounds. It was granted by Congress because that body con- 
cluded that the best interests of the nation demanded that farmers be given this 
benefit in aid of their production of food for the nation. Or, as was stated by the 
Committee on Small Business of the House of Representatives, 


The enactment and reenactment of Section 101(12) and (13) of the Internal Revenue 
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Act appear to represent a continued attitude on the part of the Congress that the main- 
tenance of a sound agricultural economy is necessary for the. preservation of the national 
well-being.® 

An exempt cooperative pays no income tax upon dividends paid on its capital 
stock or upon unallocated reserves created and maintained within the limitations 
of the exemption section. Practically, these are the only tax advantages of an 
exempt cooperative over a non-exempt cooperative. It has always been true that 
the limited dividends on capital stock paid by exempt cooperatives and their un- 
allocated reserves are not of sufficient amount materially to affect the tax revenue, 
although they are of the greatest importance if such cooperatives are to be of sub- 
stantial aid to agriculture. 

The Undersecretary of the Treasury, A. Lee M. Wiggins, testifying before the 
Committee on Ways and Means of the House of Representatives in November, 
1947, stated that, although it was difficult to determine the exact figures, the Treas- 
ury would estimate that repeal of the exemption might increase federal revenue by 
$10,000,000 to $20,000,000 a year.1° The House Committee on Small Business, in 
the report mentioned above, found that no appreciable revenue would accrue to 
the Government if income taxes were levied upon the dividends on capital stock 


‘and amounts placed in reserves by exempt cooperatives.14 The Senate Committee 


on Agriculture and Forestry in a recent report stated: 


Much of the current criticism to the effect that cooperatives should be taxed more 
heavily is in reality an attack against cooperatives as such by competing businesses rather 
than a criticism based upon the merits of the problem. The patronage dividends paid 
to farmers for savings made through cooperative marketing do not escape taxation, for 
the individual farmers must pay income taxes upon them. The tax loss to the Govern- 
ment is not great, and in so far as this loss is of concern, it should be noted that funds 
returned to members in the. form of patronage dividends are not the property of the 
cooperatives but are part of the sales price or savings on the purchase price of individual 
transactions. In addition, the total amount of patronage dividends of farmer cooperatives 
is not large compared with the widespread purchase of supplies by employees of industry 
from the same or related corporations at wholesale prices on which the corporations pay 
no tax because of lack of profit from the transactions.!? 


In measuring the value of farmer cooperatives to the agricultural industry, the 
attitude of the farmer towards his cooperative must be kept in mind. To the ten 
million or more American farmers who belong to farmer cooperatives, it is one 
of the tools of their food factories, as important as their tractors, plows, automobiles, 
or other farm equipment. The prosperity of their cooperatives is directly reflected 
in their own economic status. Every farmer is a capitalist. He is in competition 
with the great marketing and distributing corporations of the country, both in mar- 


° First INTERIM REPORT OF THE House— CoMMITTEE ON SMALL Business, April 9, 1946. 

1° Hearings before the Committee on Ways and Means on Proposed Revisons of the Internal Revenue 
Code, 80th Cong., 1st Sess. 1885 (1947). 

42See note 9 supra. 

38 REpoRT OF THE COMMITTEE ON AGRICULTURE AND Forestry, SEN. REP. No. 885, 80th Cong., 
ad Sess. 42 (1948). 
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keting his products and in purchasing his supplies. Operating alone he cannot 
be successful in his effort to meet such competition. Only by joining with other 
farmers can he compete in the market-places of this country. These are the con- 
ditions that brought farmer cooperatives into existence and moved Congress to 
pass laws for their encouragement. Through his cooperatives the farmer may be 
placed in a relatively equal competitive position with other capitalistic enterprises. 

The exemption is valuable to the farmer cooperatives. They will continue to 
exist if the exemption is repealed, but their effectiveness as aids to the agricultural 
industry will be substantially reduced, partly because of the additional cost entailed 
by repeal, partly because of the increased operating, financing, and administrative 
burdens, and partly because field and expert services now given their members 
would be curtailed. There is no reason to believe that the situation of the farmer 
in the period which lies ahead will be any different from his situation in any other 
post-war period, with one exception—the demands for his products will be far 
greater than ever before. The farm population is diminishing, but the number of 
people for whom the agricultural industry must supply the absolute necessities 
of life, both here and abroad, is rapidly increasing. The cost of every phase of 
farm operation has sharply increased. Reduction in those costs will lag far behind 
the inevitable reduction in the price of farm products. Repeal of the exemption 
would react badly among farmers, and I think the welfare of the nation requires 
that no unnecessary action be taken which might have that effect. The production 
of adequate food and fibre supplies is a matter of paramount importance to the 
people of this country. Production of government revenue is also important. But 
the insignificant amount of revenue involved is not worth any risk whatever that 
the greater effort might be impaired. I believe we should aid Europe. We talk 
about expending twenty billions of dollars for that purpose. I cannot understand 
a philosophy which at the same time cavils at foregoing a few million dollars of 
government revenue to aid in the continuance of an adequate food and fibre 
supply for our own people. 

Non-Exempt Gooperative AssociaTIONs 


The provisions of the Internal Revenue Code applicable to ordinary business 
corporations apply in their full extent to non-exempt cooperatives. There is no 
statutory provision which gives to such cooperatives a right to income-tax treat- 
ment different from that given to any other business corporation, nor do court de- 
cisions or departmental rulings create any such right. Non-exempt cooperatives 
pay income taxes on the same basis as any other non-exempt corporation. They do 
pay far lower income taxes in dollars than ordinary business corporations, but that 
fact is due wholly to the difference between the two methods of doing business. Co- 
operatives have income. Our whole theory of the federal income tax, however, is 
that it is a tax only upon profits and not a tax upon gross income. The important 
question therefore is: Does a true cooperative have any corporate profit or taxable 
net income upon which it avoids income taxes? The answer to the question de- 
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pends largely upon the treatment to be accorded obligatory patronage distributions. 

Analysis shows that patronage distributions of a true cooperative are not profits 
of the corporation and that such distributions must be excluded in determining 
its net taxable income. (The term “excluded” rather than “deducted” is used because 
such distributions do not and should not enter into the income account of the co- 
operative at any time.) This is the position to which the Treasury Department has 
adhered for many years, and there can be little dispute that the courts have adopted 
the same view. The position of the Treasury Department is perhaps best stated 
in the following quotation from a memorandum of the general counsel: 


So-called patronage dividends have long been recognized by the Bureau to be rebates 
on purchases made in the case of a cooperative purchasing organization or an additional 
cost of goods sold in the case of a cooperative marketing organization when paid with 
respect to purchases made by or sales made on account of the distributees. For purposes 
of administration of the Federal income tax laws, such distributions have been treated as 
deductions in determining the taxable net income of the distributing cooperative organi- 
zation. Such distributions, however, when made pursuant to a prior agreement between 
the cooperative organization and its patrons, are more properly to be treated as exclusions 
from gross income of the cooperative organization (I.T. 1499; S.M. 2595; G.C.M. 12393). 
It follows, therefore, that such patronage dividends, rebates, or refunds due patrons of 
a cooperative organization are not profits of the cooperative organization notwithstanding 
the amount due such patrons cannot be determined until after the closing of the books 
of the cooperative organization for a particular taxable period.1% 


This view has been approved by the Board of Tax Appeals.1* In Midland Co- 
operative Wholesale v. Commissioner, the Board of Tax Appeals said: 


... there is no... statutory provision for the deduction of patronage dividends from 
the gross income of a cooperative association. Such deductions have been allowed by the 
Treasury Department, however, in the interest of substantial justice to such associations. 
Justification for such allowance rests in the fact that such so-called dividends are in 
reality rebates upon business transacted by the association with members rather than true 
income.1@ 


The prevailing rule in the federal courts’” is stated in Uniform Printing & Sup- 
ply Company v. Commissioner’® as follows: 


If it [the distribution to patrons] was a refund or rebate to customers, it was not part 
of petitioner’s taxable income, for the sum should have been included in the stock- 
holders’ [patrons’] taxable incomes. 


18G.C.M. 17895, Cum. BuLL. 1937-1, 56, and see I. T. 3208, Cum. Buty. 1938-2, 127. 

24 Anamosa Farmers Creamery Co., 13 B.T.A. 907 (1928); Farmers Union Cooperative Ass'n, 
13 B.T.A. 969 (1928); Grey Bull Corporation, 27 B.T.A. 853 (1933); Midland Cooperative Wholesale, 
44 B.T.A. (1941); United Cooperatives, Inc., 4 T.C. 93 (1944); California Pine Box Distributors, P-H 
1943 TC Mem. Dec. Serv. Par. 43,365 (1943). 

38 44 B.T.A. 824 (1941). 

1° 1d. at 830. 

37 Cf. San Joaquin Valley Poultry Producers Ass'n v. Commissioner, 136 F. 2d 382 (C.C.A. oth 
1943); Midland Cooperative Wholesale v. Ickes, 125 F. 2d 618 (C.C.A. 8th 1942), cert. denied, 316 
U. S. 673 (1942). 

2°88 F. 2d 75 (C.C.A. 7th 1937). 
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Had the taxpayer given a customer (whether stockholder or outsider) a discount 
promptly after filling the order, no one would call it a dividend. If a rebate were given 
promptly upon the customer’s business reaching a certain volume, the same conclusion 
as to its character would follow. To make cost estimates and adjust them at or near 
the end of each year returning the excess payment to the customer should not change 
the reasoning which leads to this conclusion. Nor should the fact that the customer is 
a stockholder materially affect the result. 


It is true the taxpayer is not a non-profit corporation in a legal sense. It is subject to a tax 
upon the profits by it made. Nevertheless, net profits in its case must depend upon the 
facts. Payment to the customers, who are also taxpayers, of sums called refunds based 
upon the volume of business transacted and in no way dependent upon stock ownership, 
is the determinative factor.1® 

It is admitted that earnings of a cooperative on the business of patrons to whom 
there is no contractual obligation to make refunds are profits of the corporation and 
taxable as such, and of course the cooperatives admit that amounts paid to stock- 
holders as dividends upon capital stock represent corporate profits which are tax- 
able to the cooperative. 

It is not necessary that patronage distributions be made in cash. If paid in money 
or its equivalent—capital stock, certificates of indebtedness, or notes—the distribu- 
tion must be excluded.?® Although there has been criticism of this rule, there is 
little ground for it. The Treasury Department has always allowed ordinary cor- 
porations to deduct bonuses, salaries, or other operating expenses paid in corporate 
securities. Dividends upon capital stock so paid are treated as cash payments for 
the purposes of Section 102 of the Revenue Code. For tax purposes there would 
seem to be little doubt as to either the propriety or the fairness of the rule. 

There is perhaps some room for doubt concerning the right of a cooperative to 
exclude net margins distributed to capital reserves and credited or allocated to 
patrons. The Treasury Department rule is that such distribution, if a certificate 
of interest or prompt notice of distribution is given to the patron, is excludable.?4 
On the theory that distributions so made pursuant to contractual authority are actu- 
ally capital contributions by the contributing patrons, the ruling is legally sound; but 
the conclusion is based upon two assumptions, which might be called constructive 
receipt and constructive reinvestment, and is not altogether satisfactory. The de- 
cision of the Board of Tax Appeals?? holding such reserves to be excludable is 
based upon the fact that the reserves there involved were withdrawable at the will 
of the patron, so that the reserve was in fact a credit or payment. Actually, most of 
such reserves are not subject to withdrawal by the patron. 


297d. at 76. 
*° San Joaquin Valley Poultry Producers Ass'n v. Commissoner, 136 F. 2d 382 (C.C.A. oth 1943); 


Midland Cooperative Wholesale, 44 B.T.A. 824 (1941); United Cooperatives, Inc., 4 T.C. 93 (1944); 
G.C.M. 17895 Cum. BuLL. 1937-1, 56 and I.T. 3208, Cum. But. 1938-2, 127. 

1 See letters from Commissioner to National Council of Farmer Cooperatives in Hearings before 
Committee on Ways and Means on Proposed Revisions of the Internal Revenue Code, 80th Cong., 1st. 


Sess. 2619, 2620 (1947). 
*2 Midland Cooperative Wholesale, 44 B.T.A. 824 (1941). 
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Should Congress tax patronage distributions, assuming that it has power to 
do so? The principal argument for change is that present income-tax treatment 
of cooperatives gives them an unfair competitive advantage in their buying and 
selling operations over other forms of business organizations, such as business cor- 
porations, partnerships, and individual proprietorships. The non-exempt coopera- 
tive is, of course, treated for all practical purposes as a partnership or as an indi- 
vidual proprietorship. In each only one tax is paid. A majority of the private 
businesses in this country, and especially of those which compete with cooperatives, 
are partnerships and individual proprietorships. Whether or not a competitive 
advantage over corporate competitors may be derived from income-tax treatment, 
certainly the cooperatives have no material advantage over these competitors. Any 
competitive advantage the cooperatives may have over an ordinary business corpora- 
tion is not due to its tax status. The marketing cooperative sells the products of its 
members in the same market as do the private selling agencies, and usually for 
about the same prices. It may reach the market with lower costs than the private 
agencies, but, if so, this is not attributable to the fact that the cooperative is not 
required to pay a tax upon its patronage refunds. Similarly, the purchasing co- 
operative cannot obtain merchandise at lower prices than do ordinary wholesalers 
’ or retailers merely because it need pay no income tax upon the savings effected on 
resale. If the purchasing cooperative makes greater savings than its competitors, 
the greater savings are not attributable to the fact that the cooperative will pay no 
income tax upon the savings. Income taxes subsequently payable upon profits or 
savings realized do not determine the amount of the profit or saving. The tax 
status of a cooperative, therefore, has no direct bearing upon any competitive ad- 
vantage which it may have in its buying and selling operations. 

It is a novel suggestion that the taxing power ought to be used to level off com- 
petitive advantages. Stock insurance companies are taxed on a basis different from 
that of mutual insurance companies. Building and loan associations, although 
today in active competition with commercial banks, are taxed on ‘a basis different 
from that of banks. Other illustrations could be given. Perhaps the stock insur- 
ance companies and the banks feel that no competitive advantage arises from the 
tax treatment of their competitors. In any event, they have not urged a change 
in the Internal Revenue Code designed to level off their competition. Furthermore, 
this method of minimizing income taxes is open to all other forms of business enter- 
prise and is often used by them. So-called private business establishments frequently 
adjust prices of both sales and purchases after transactions have been consummated. 
In many cases of renegotiation, discount rates are revised to reflect reduced costs or 
results of cumulative quantity sales or purchases in a good period or season. In 
practice such adjustments are considered as costs of operation to the business enter- 
prise and not as distributions of earnings. Any other business establishment that 
is willing to serve its customers at cost without making a profit for its stockholders 
can avoid the payment of income taxes on amounts refunded or rebated in that 


manner. 
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Another argument which has been advanced against the present tax treatment 
of cooperatives is that patronage refunds represent money earned by the same proc- 
esses of buying, selling, and manufacturing that are employed by other forms of 
business organizations, and that the taxability of earnings should depend on the 
way in which those earnings are created and not upon the disposition that is made 
of them; that there is nothing in the mechanical organization or plan of operation 
of a cooperative to differentiate it from a business corporation from the tax angle; 
that patronage refunds represent a distribution of earnings by the corporation itself, 
and so should be taxed as income of the cooperative; and that the existing exclusion 
of patronage refunds is based upon a misunderstanding of their true nature. The 
complete answer to this argument is that a cooperative is bound by a preexisting 
contractual obligation to return to its patrons, on a patronage basis, the entire net 
proceeds of its operations, less dividends payable on capital stock and amounts set 
aside for reserves; that in the case of a marketing cooperative such payment repre- 
sents the final settlement of the prices the patron is entitled to receive for his prod- 
ucts, and in the case of a purchasing cooperative these payments represent a re- 
duction in cost to the patron of the goods purchased by him through the coopera- 
tive; and that at no time does any part of such net proceeds either belong to the 
cooperative or constitute profit or income to it, except that earnings on the business 
of patrons to whom there is no such obligation do belong to the cooperative and 
are subject to taxation. 

Both the preceding arguments, and as a matter of fact practically all arguments 
against the present method of taxing cooperatives, stem from the present double 
tax imposed upon the profits of ordinary business corporations. Most critics, law- 
yers, businessmen, and farmers agree that this double taxation is wrong, but if 
patronage refunds were taxed to the cooperative there would be even more vicious 
double taxation and extension of the wrong. . 

Should a cooperative be allowed to excl4: patronage refunds which are dis- 
tributed in the form of capital securities? Unquestionably the practice enables the 
cooperatives to build up capital more easily than would otherwise be possible, but 
payment of corporate obligations with corporate securities has long been a recognized 
practice. If the recipient agrees that the security is worth what is due him, there 
is complete payment. Practically, as the United States Tax Court said in the United 
Cooperatives case: 

The result of the procedure set up by petitioner’s bylaws was as if the stock- 
holder member who was under obligation to purchase additional stock had re- 
ceived, in cash, the “patronage dividend” and had thereupon applied this sum 
to the payment of his stock. The stock, when thus paid and issued to him, was not 
in the nature of a stock dividend, but represented an additional investment on 
his part to the capital of the corporation out of his savings from the annual trans- 
actions with petitioner.?8 


As to the claim that cooperatives should not be permitted to exclude or deduct 
4 T.C. 93, 108 (1944). 
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patronage refunds distributed or allocated to reserves, where the only evidence of 
the distribution received by the patron is a so-called certificate of interest or a mere 
notice of the distribution and allocation, the cooperative argument for exclusion is 
that these reserves are owned by the patrons to whom they have been allocated, and 
in any event they represent capital contributions made by the patrons pursuant 
to a valid contract between the patron and the cooperative. Notwithstanding the 
validity of this argument, it is somewhat doubtful that there is constructive receipt 
by the patron. It must be admitted that in all probability many patrons do not 
include such distributions in calculating their own income tax, so that some in- 
come, especially in farmer cooperatives, probably escapes taxation entirely. 

One other minor criticism of cooperatives requires a word. It is charged that 
many patrons of cooperatives have no knowledge of or voice in the manner in 
which patronage refunds will be made. In a true cooperative there is no legal basis 
for the charge. The patron either has a formal written agreement with the coopera- 
tive covering the point, or, by notice, actual or constructive, is charged with knowl- 
edge of the provisions of the articles of incorporation or by-laws of the cooperative, 
which clearly define the manner in which distributions will be made. Where the 
formal contract does not exist, patrons as a practical matter may fix the pattern 


' through their control of the corporation. The charge, even if true, has little or 


nothing to do with the tax problem. In any event, I think few cooperatives would 
object to a requirement of written revocable authority from individual patrons 
specifying the manner in which patronage distributions should be made, as a pre- 
requisite to the exclusion or deduction of patronage refunds made in any form 
but cash. 

There is grave doubt whether Congress has power to tax patronage distributions 
even if it were willing to change present conceptions as to the character of taxable 
income. Clearly, income belonging to one person cannot be taxed to another; tax- 
able income is only profit income,?* and Congress cannot tax as income that which 
is-not income.”° If the income of a cooperative belongs to its patrons and is income 
to them and not to the cooperative, then it cannot constitutionally be taxed to the 
cooperative. 

The contract between the cooperative and its patron fixes the price to be paid 
by or charged to the patron. It thereby imposes upon the cooperative a liability to 
adjust the price by means of the payment of patronage refunds when costs of 
operation are finally determined. Under any income-tax system which does not 
tax expenses of doing business, that liability, when paid or accrued, must be ex- 
cluded from taxable income. 

Assuming for the purpose of argument that the cooperative does have net-profit 
income, the liability first described is not different in principle from the obviously 
deductible liability which an ordinary business corporation may assume by its prior 

** Eisner v. Macomber, 253 U. S. 189 (1919); Commissionet v. Wilcox, 327 U. S. 404 (1946). 


8 Helvering v. Edison Bros. Stores, Inc., 133 F. 2d 575 (C.C.A. 8th 1943), cert. denied, 319 U. S. 
752 (1943). 
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agreement to pay officers or employees compensation measured by corporate earn- 
ings or by percentage commissions. In the one case the price of goods is later 
adjusted to conform to the prior agreement, and in the other case the price of 
services is so adjusted after performance. 

In relation to this constitutional point the question whether a cooperative is 
merely an agent or trustee for its members and patrons becomes particularly im- 
portant. Many courts have held that a cooperative, despite the use of ordinary 
terms of sale and purchase in its contracts, is merely an agent.2® Notwithstanding 
the various arguments advanced against the agency theory, it is a fact that in 
the Bowles decision eighteen cases in which courts supported the agency theory 
are cited.?” Practically all of these cases involved marketing cooperatives. Where 
a cooperative deals only with its members, the agency theory, in my judgment, 
is sound. Where, however, it deals with both members and non-members, there 
are fewer of the incidents of a true agency. The California courts and the Circuit 
Court of Appeals of the Ninth Circuit have uniformly held that a cooperative 
organized under the California cooperative statute acts in a fiduciary capacity and 
holds all of its net income as trustee for its patrons.?* The California statute ex- 
pressly provides that cooperatives organized under it shall be non-profit corpora- 
tions, but otherwise differs little from the usual state statute. The statute does not 
weaken these cases as authorities when applied to other cooperatives, for a true 
cooperative is a non-profit corporation exactly as is the California cooperative. 

If the contract liability theory be applied and distributions in securities or to 
capital reserves be considered payment of the liability and a capital reinvestment 
by the patron, or if either the agency or fiduciary theory be applied, patronage re- 
funds distributed to patrons on the basis of their business with the cooperative, 
excluding earnings on the business of non-participating patrons, are not income 
of the cooperative within the meaning of the constitutional provision and cannot 
either be made such by congressional fiat or be taxed as such by Congress. 

The cooperatives recognize that abuses probably exist with respect to both 
exempt and non-exempt cooperatives and their members. Abuses also exist with 
respect to ordinary business corporations, and cooperatives and their patrons, like 
those corporations and other citizens, make mistakes. Reserves of exempt coopera- 
tives may not always be fully within the statutory allowance; some distributions 
of patronage refunds may escape taxation as income of the patron, and patronage 
distributions to capital reserves may escape tax entirely. If these abuses or loop- 
holes exist, legislation to correct or prevent them is not necessary. Simple amend- 
ments of the Treasury Regulations can and would insure against them and secure 
to the Government its proper tax revenue. 

*° Bowles v. Inland Empire Dairy Ass’n, 53 F. Supp. 210 (E. D. Wash. 1943). 
id. at 215. 


*® California and Hawaiian Sugar Refining Corp., Ltd. v. Commissioner, 163 F. 2d 531 (C.C.A. 9th 
1947), cert. denied, February 1948. 
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Tue Mzaninc or Human History. By Morris R. Cohen. La Salle, Illinois: Open Court 
Publishing Co., 1947. Pp. x, 304. $4.00. 


Morris Cohen’s volume is an application of his realist philosophy to the field of history. 
Who first perceived the possibility of the realm of speculation known as the philosophy 
of history is a matter of dispute; but since the appearance of Vico’s writings on that 
subject it has been impossible to deny that a legitimate domain of inquiry has been 
marked out. The subject from the latter part of the eighteenth century onwards has 
been investigated by important Continental thinkers in all countries, and its bibliography 
is now extensive. It has had little or no attraction, however, for English and American 
students. Until the recent work of Oakeshott and Collingwood the English attitude 
toward the field has been typified by Bosanquet’s belief that history was not a valid 
mode of thought. In the United States, apart from the studies of Teggart and Henry 
and Brooks Adams, none of whose volumes was put forward from the point of view 
‘of technical philosophy, there has been little else save attempts to popularize Hegel, 
Spencer, and Comte. 

On the philosophical side Cohen brought to his task in the present volume an equip- 
ment unexcelled by any other American thinker of his generation. He wrote little 
political, economic, and social history, but his writings are full of appeals to those 
realms, and the lessons he draws from them show the degree to which he had mastered 
their processes. In the field of history proper his specialty was the history of science 
from thie point of view of the import of scientific ideas and the meaning of their inter- 
connections. In the present volume Cohen has made abundant use of this equipment. 
His book is full of productive reflections, like the great study of Herder, which, in that 
respect, has never been surpassed. His argument, moreover, is developed always with 
due regard to system, and with the most careful scrutiny of his own assumptions. We 
are. thus presented with an entire view of the subject, based on a foundation that was 
worked out with unusual care during a lifetime of reflection. 

As a subject of inquiry the philosophy of history attempts, in Cohen’s view, to 
answer such questions as: “What is the nature of historical knowledge?” “What kind 
of reality should we attach to the categories of history, e.g., temporal events and their 
causes?” “What is the significance or meaning of the human drama as it unfolds itself 
in the course of historical studies?” The special point of view that distinguishes the 
philosophy of history, in Cohen’s opinion, is that it represents an understanding of 
the whole course of history, seen as a continuous unitary play, in which the successive 
generations or eras have their roles. This conception was unknown to the early Greek 
historians, who were the first to think of history as a science, i.¢., a form of controlled 
inquiry. Herodotus believed that the forces operative in history were the product of 
divine intervention and were unintelligible and unpredictable. Aristotle thought of his- 
tory as a chronicle of events which occurred in an order in time but with no necessary 
connection between them. 

Cohen traces the root idea of the contemporary conception of history to the Biblical 
account of Jahveh and the creation of the world as part of a divine plan. However this 


may be, it is generally held that the idea of universal history developed from Alex- 
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ander’s conquest in the fourth century B.C. and was encouraged by Stoicism. This 
opinion is supported by the works of Polybius and Diodorus of Sicily. Polybius wrote 
universal history in the sense that he concerned himself with all the events in the classical 
world contemporary with the Roman world conquest, which was his central theme; 
Diodorus’ universal history was even more inclusive and extended back to mythical 
times. It is from the fragments of Diodorus that we can estimate the knowledge of the 
Orient possessed by the classical peoples. It has also been suggested that under the 
influence of the idea of eternity the Christian mind was drawn inevitably to the theory 
of universal history. It is certainly true that the theory of universal history is found 
in the writings of St. Paul, who divided history into the three periods of Adam, Moses, 
and Christ, and who thought of it as a plan worked out by God even to the extent of 
devising the Roman Empire as a necessary causative force in a larger scheme. By the 
time of Eusebius, the most important of the early church historians, the idea had been 
fully developed; history was shown on a universal scale, and its processes were re- 
vealed as parts of a carefully worked out plan. 

Although the question is not free from doubt, we can assume that the object of 
history is to tell us what happened and why. As a form of research it thus leads to 
knowledge and is, therefore, in the Platonic tradition, valuable on its own account. Has 
it an additional value? Cohen answers that it widens our horizons and supplies data 
on the basis of which we are able more intelligently to appraise the assumptions of our 
age, both ethical and factual. Gibbon tells us that the great Theodosius broadened his 
experience by reading history. The greater the perspective in which we see our present 
difficulties the more likely are we to see them in their true character. This view in 
substance was first suggested by Kant and has not been seriously challenged, except at 
the metaphysical level, since he proposed it. Metaphysically it is argued that the his- 
torical experience is subjective, a personal experience of the historian’s own mind, and 
therefore events, as the subject of historical knowledge, are not objective and hence are 
not knowable. To Cohen such a view is completely untenable. Elsewhere he has set 
forth fully his grounds for believing in the reality of abstractions, and here he only 
touches upon the subject. He admits that the historian’s picture of the past is man- 
made but only to the same extent as a photograph is man-made. Since the perspectives 
of historians are not the same, their accounts of particular events will differ, just as 
photographs of a mountain taken from various points will differ. This is no reason, 
however, to deny objectivity to the mountain or to the subject matter of history. To 
hold, Cohen observes, that my great-great-grandfather exists, gets born, marries, enters 
business, dies, only when I think of him is an absurdity. 

Cohen takes up one by one the major problems of the philosophy of history—its 
relation to metaphysics, the role of importance and possibility in history, the place of 
causation, the geographic, biologic and “great man” factors, the institutional approach, 
patterns of historic development, and the connections between history and ethics. Apart 
from his learning and the acuteness with which he reveals the alternative answers, the 
great value of the discussion is the systematic manner in which the field is treated. Each 
problem is seen in relation to the others and the proposed solutions make a consistent 
whole. Although Cohen always regarded himself as much nearer in his outlook to 
Aristotle than to Plato, the present volume shows his close affiliation with two marked 
Platonic traits. As in some dialogues of Plato, Cohen’s discussion is apt to end, if the 
evidence is confused and the arguments inconclusive, with a tentative answer. To Mill 
this critical and negative side of Plato was the important one, and no one in our own 
time has stressed more strongly than Cohen the danger of over-hasty dogmatism. Again, 
Cohen, like Plato, was the foe of the rigid system. He was himself, he said “a stray 
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dog unchained to any metaphysical kennel.” This did not mean, any more than with 
Plato, that he did not have pronounced metaphysical views.. He only believed that the 
flux of things was too varied to be caught within the net of any single formula; that 
some of the most opposed philosophies had each of them some vision of at least an 
aspect of the truth. 

Although some. of the answers suggested by Cohen to the problems of the philosophy 
of history are admirably provisional, others have important consequences. He views with 
suspicion the idea of laws peculiar to history, of the type which asserts an invariant series 
of stages comparable to the stages in the growth of an organism. Nevertheless he holds 
that a conception of causation as equivalent to the sum of necessary and sufficient con- 
ditions is an indispensable idea in history. This view results in what Cohen calls the 
“linkage of human events” and is directly opposed to the theory which holds that 
history consists of a series of isolated facts. The Cambridge ancient, medieval, and 
modern histories were constructed on the latter assumption, and the various sections of it 
were accordingly handed over for writing to historians of many shades of opinion. The 
facts they reported were assembled by the board of editors very much as if they were a 
jig-saw puzzle. But since there was no dominant point of view, no attempt to link the 
events, the parts of the histories never fell into a consistent pattern. From Cohen’s posi- 
tion this type of historical writing, whatever else it might be, was not history. 

Cohen retired from New York City College in 1938, with plans for the publication 
of ten books. Before his death in 1947 two of them had appeared, A Preface to Logic 

" (1944) and The Faith of a Liberal (1946). The Meaning of Human History is the first 
to be printed posthumously and six or seven more are projected. The scrupulous edi- 
torial care given to the present work is assurance that the succeeding volumes in the 
hands of the same editor will meet the meticulous standards that Cohen himself never 
failed to apply. 

HountincTon Cairns. 
Secretary, Treasurer, and General Counsel, 
National Gallery of Art. 


Tue ConTEeMPporARY AMERICAN Famity. By Ernest R. Groves and Gladys Hoagland 
Groves. Chicago: J. B. Lippincott Co., 1947. Pp. 838. $4.50. 


This is an absorbing, well-written, comprehensive, carefully documented volume, 
perhaps a bit overwhelming in its wealth of detail and thoroughness of execution. In 
1934 the authors published The American Family, of which this book is a rewritten 
edition. 

The object of the book is “to give the reader an understanding of American family 
life that will help him to handle his own problems whether they are associated with pre- 
marriage, marriage, or parenthood experiences.” It is the continual realization by the 
reader that the problems are his own that makes the book disturbing and yet engross- 
ing. The reader is no mere aloof observer. He is a participant inevitably contrasting his 
own experiences with those under discussion. Yet at the same time “the family as a 
social institution has been lifted out of emotional controversy and has become for 
serious men and women a subject deserving scientific interpretation and objective 
study ...” The appendices supply material in the following categories: “Literature 
Illustrating Family Experiences”; “Topics for Reports and References”; “Suggestions to 
the Instructor”; and bibliographies. 

The comprehensive nature of the text can best be indicated by a few brief references 
to the four parts: 

Part I, “The Development of the Family,” traces the family’s social significance and 
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its historical modifications. “The human family has had a double role to play. It has 
served as a medium by which the infancy pericd has been able to perform its biological 
and social purposes... . Activities carried on for the protecting and training of the 
child have reacted upon the parents themselves so that the home has been for them also 
a specialized social environment out of which have come consequences that have gone 
far beyond the mere care of the child itself.” 

Part II considers “Psychological Aspects of American Family Experience.” The 
family is unrivaled as a source of emotional experience and as an outlet for its expression: 


Marriage becomes a success, not through compromising masculine and feminine 
characteristics, but by consolidating the interests of man and woman in a co- 


operation that provides ecesid for both persons. . . 


Although each family is a distinct ssilies of interacting individuals unique in 
the content of its relationships, it has its being in the cultural setting which it 
shares with other families having similar individual traits. 


Part III deals with “Social Problems of the American Family.” The specific topics 
considered are: sociological aspects of family life; courtship; marriage; the arrested 
family; the broken family; the incompatible family; divorce and desertion; and the family 
itself as a problem. 

Part IV approaches the question of what is being done about family problems. The 
general heading is “Specialized Programs for the Conservation of the American Family.” 
The reader is offered a panorama of what is being attempted through law, biology, medi- 
cine, mental hygiene, home economics, and education. The final chapter summarizes 
“The Successful Family.” It concludes: 


The marriage counselor is most impressed, not by the failures that lead to 
divorce, but by the needless petering out of the relationship and the meager 
achieving of the values that potentially belong to marriage and parenthood but 
which through lack of domestic development are never realized. 


This reviewer, disclaiming the omniscience which would be necessary for a complete 
evaluation, is interested primarily in the legal approach—not only the approach made by 
law to the solution of family difficulties, but also the problem of the interprofessional 
cooperation which, it seems clear, must precede any large-scale success. The law, com- 
plex as it is, is simple in comparison with the combined learning, lay and professional, 
now focused on family problems. 

Critically examining the law in an effort to decide what its value may be in solving 
marriage problems, one is forced to conclude that legal process—particularly litigation— 
is not always the best setting in which to attempt a diagnosis and treatment of an ailing 
family. It is naturally disillusioning for a lawyer to think of the law as not offering 
a complete answer to human difficulties, or to be forced to recognize the value of judg- 
ments from other professional fields arrived at as the result of an entirely different sort 
of mental discipline from that to which members of the bar are subjected. But today a 
cooperative approach is more realistic than a historical isolationism. 

Some comfort may be derived from the fact that the public at large has-not yet 
reached a stable compromise as to many socio-legal matters. The authors point to the 
varying rules of law on such controversial subjects as regulation of marriage, common- 
law marriage, child marriage, breach of promise to marry, abortion, birth control, illegiti- 
macy, and the property relations of husband and wife. The profession may comfort 
itself with the realization that until the public mind has made a decision in such matters 
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any rule of law respecting them continues to be controversial. Until the rule of law 
is definite the task of the lawyer in applying that rule is rendered vastly more difficult. 
And too much may be expected of the lawyers; the authors emphasize the “American 
habit of- exaggerating the power of law to correct social ills.” 

Conservative lawyers may question the wisdom of attempting to portray the law of 
family relations in a book intended as a text for undergraduates who aspire to careers 
in marriage counseling. Is not a little learning a dangerous thing, and does not the 
legal profession have an obligation to people in need of legal advice, to see to it that such 
advice comes from a thoroughly competent source? Any such fears should be promptly 
allayed. Clearly, this book does not purport to prepare its students to give advice on 
legal problems. Its purpose in dealing with family law is the wholly commendable one 
of attempting to correlate and examine as a whole the approaches and contributions of 
different disciplines to a common problem. The law, too long an arcane profession, should 
welcome such a constructive program of cooperation, regretting only that it did not take 
the initiative. It is entirely appropriate that the cooperation of the disciplines should 
begin at the educational level. Indeed, one can imagine a thrilling seminar on The 
Family based upon such a book as this. The class would be composed of students from 
all departments of the university. The teaching group would consist of a panel of 
specialists providing representation for the marriage counselor, the social worker, the 
physician, the mental hygienist, and others—not omitting the lawyer. 

Joun S. Brapway. 
Professor of Law, Duke University. 











